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Methods of Financing American Industries
I. History of American Investment Banking
The invesi-ment banking institutions, with their
various functions of investigation, underwriting, and mar-
keting securities, are of comparatively recent development,
their history running parallel with that of the corporate
form of industry.
History and Beginning
Since colonial days many changes have occurred
in the methods followed and in the institutions devised to
issue and sell securities.
The first investment activity was an abortive
effort before the Revolution in the form of Mortgage banks.
The colonists sought to establish these banks in hope that
they would issue currency to them in return for mortgages
on their farms. The second attempt of investment activity
was a result of the Revolution whereby it was realized that
a central bank was needed to help aid the government finance
the republic and regulate currency.
B. Early Period of Capital Accumulation
A rapid accumulation of capital occurred in the
seaboard cities of Philadelphia, New York, Boston, and Bal-
timore as a result of the Napoleonic Wars in Europe. How-
ever, it was not adequate to permit the sale of any largo
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issues of securities toward the financing of large enter-
prises. This situation changed when the European wars reached
a more advanced stage. There was a gradual repatriation of
both government bonds and shares in the Bank of the United
States with the rise in money rates abroad caused by the great
conflict and the rapid accumulation of capital within this
country
.
"The methods of raising capital were primitive
because no investment banking mechanism existed.
The shares in these enterprises were as a rule
offered directly to the public at some tavern
or other public meeting place. There the in-
vestor would appear in person, and his name and
the number of shares desired would be inscribed
in great 'books’. After the original flotation
of the shares in this way, those of the larger
companies attracted the interest of brokers, who
often gave their quotations for publications to
the newspapers and periodicals of the time. In
order to acquire securities for sale, these bro-
kers would at times subscribe for new issues in
their own names." (1)
In l&OO, the first formal stock exchange was organ-
ized and opened in Philadelphia, the commercial and financial
metropolis at the close of the Revolution. This seaboard
city retained this financial primacy practically down to the
War of 1812.
The War of 1812 had to be financed entirely at home
with a result that it did show that capital accuDiulation had
advanced to a point where large sums could be raised in the
1. F. Parker Willis, Investment Banking, 193°
, P* 209
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domestic market.
C. Internal Improvements and the Import of Capital
"Following the close of the War of 1612,
three important factors combined to change
investment banking conditions in this coun-
try radically, In the first place, a mania
for internal improvements arose which created
a need for large amounts of capital far in ex-
cess of visible supplies, whereas previously
the accumulation of capital here seemed to e-
qual domestic requirements. In the second
place, the close of the war in Europe resulted
in a surplus of capital in England which eager-
ly sought the higher rates of return available
abroad. In the third place, nascent industri-
al development in New England and other sea-
board areas, and the opening up of new areas
across the Appalachians, sharply reduced the
supply of free capital within the country a-
vailable to finance the internal improvement
programs." (1)
About 1817, American securities took on increased
popularity throughout Britain. The collapse of South
American securities on the London market in 1825 was an
important factor in the stimulus of British investments in
this country.
"By 1836, there had been invested ,)90,000,000
in canals and railways in the northern states.
More than half of this sum was raised through
the pledging of state credit and the sale of
bonds in England. In addition, the southern
states borrowed for both internal improvements
and, more especially, land mortgage banks, since
the plantation system in the South created cap-
ital needs for the purchase of slaves, etc." (2)
1. H. Parker Willis, Investment Banking, 193^» P* 210
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7In the period around the 1830's, large blocks of
State and municipal securities were purchased and loans were
made to promoters with stocks and bonds as collateral by the
commercial banker. State bonds and securities of American
business enterprises were active and popular with foreign
bankers. The popularity of these bonds and securities was
influenced by the economic outlook in this country and the
wars abroad. Many American branches and connections were
established and maintained in this country by foreign houses.
D. The Domestic Capital Market
The domestic capital market began to assume siz-
able proportions during this period with foreign capital con-
tributing little in the financing of American manufacturing
industries, such as the textile mills of New England and the
iron manufactories of Pennsylvania.
In the thirties, exchanges were being built up in
the leading centers by brokers, being supported mostly by a
growing class of merchants and manufacturers who invested in
relatively small amounts and appeared at the time to favor
stocks in railroads and financial institutions. A group of
insurance companies, a number of moneyed families in the sea-
board cities such as traders and shipowners, and banks which
were then springing up everywhere constituted the rest of
the American capital market
The panic of 1837 caused much disturbance in the
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capital market at home. Banks operated at a loss, capital
was cut off from abroad, and the development of investment
banking was retarded with the separation of investment bank-
ing activities from commercial banking. The three years
following the panic closed a period of rapid internal devel-
opment with widespread speculation in railroad and miscellan-
eous securities. During this period a number of canals and
railways were built, and the frontier was pushed farther
westward to the Mississippi along with the development for
the first time of a substantial capital market.
E. Recuperation and Growth
The growth of the country continued at a slower
pace with railroad building attracting the most interest
during this era. The banks played the important role in
financing the railroads. The financing was done by the ad-
vancing of money by banks to the railroads whereby the banks
secured representation on the boards of directors.
Speculation had slowed down comparable to the pre-
ceding era. However, speculation continued and gradually
increased with the popularity of railroad and miscellaneous
securities. This growing speculation caused a rapid expan-
sion of the exchanges in the larger cities.
Interest abroad began to revive in the late forties,
but the Investors favored only railroad securities issued by
private corporations. Speculation once again became active,
especially in stocks. Because of the great demand for
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securities the supply of the call money market had to increase
F. The Civil War and the Rise of the American Bond House
By the opening of the Civil War, Investment hank-
ing machinery had grown to sizable proportions as a result
of financing the railroads and states and cities. Before
the development of this machinery, new security issues were
often offered directly by the company to the public. However,
with this machinery, the company turned to banking and broker-
age houses and gave them a small fee for guaranteeing the
sale of the issue, the unsold portion being taken by the un-
derwriters .
During the Civil War the American Bond House wit-
nessed the first outburst of active bond selling. This came
about as a result of the sale of government bonds.
G-. Railroad Bulldlnpr; and Industrial Development
The Rise of the International Bankers
The great railroad systems of that time dominated
the period from the Civil War to the panic of 1895« Along
with this domination, wild speculation occurred on the Amer-
ican stock exchanges in stock and bond issues of railroad
companies. They as well as many investment banking houses,
were caught in the panic of 1673, which terminated this period
of speculation. Investment bankers were unable to maintain
their financing of some railroads during the panic of this
time, which caused the failure of many of the railroad systems
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The public became wary and timid in respect to new security
issues for many years thereafter because of the failure of
the investment bankers.
About 1871, there was the formation of a syndicate
of investment bankers as a result of failure by the Federal
Government to raise capital funds abroad. In the opinion
of some, this was the first example of underwriting in Amer-
ica. Not until 1875 did the process of syndicate underwriting
of securities become well known to the financiers of England
and America. The end of this period witnessed the rise of
the international banking houses to a position of complete
domination in the financial organization.
Industrial development in this era was rapid, but
it assumed largely the form of relatively small individual
enterprises and local corporations. This period of the
growth of numerous small enterprises made possible the com-
bination and trust era.
H. Trust and Consolidation Period
The few years following the panic of 1893 caused
a complete change in the financial position of this country.
In the words of Noyes, it was a long step from
"the crippled industrial and financial state
of 1894, with the country's principal indus-
tries declining, its great corporations drift-
ing into bankruptcy and its Government forced
to borrow on usurious terms from Europe to
maintain the public credit", to that of "a
community whose prosperity had become the
wonder of the outside world, whose productive
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industries had developed such strength that
'American invasion' was discussed abroad as
threatening ruin to our European competitors." (1)
With the vast issue of securities, public confi-
dence was needed to secure the sale of these issues. There-
fore, the great international banking houses were given
leading roles in accomplishing this task. Stock exchanges
also became popular as the turnover of securities increased.
The period from 1893 to 1914 marked an era of re-
organization and consolidation of railroads and many small
industrial plants. The investment banking business devel-
oped as the investment bankers helped absorb the vast amounts
of public utility and industrial securities that came into the
market. Speculation and fraud increased with the expansion
of public interest in financing.
I . The World War I Period
Before the war, the investment bankers in this
country depended at least to a partial extent upon the foreign
market to absorb new security issues. Institutional investors,
estates, and a limited number of wealthy investors constituted
the supply of capital to this country.
"The war-time period of American finance was
characterized by an unparalleled expansion,
first, of the industrial nation, so that within
ten years what had been vaguely predicted in
1897 became an actual fact, and the primacy in
world finance definitely passed to this country.
With the industrial consolidation movement
largely completed before the war began, the
basic industries were in a position to expand
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without difficulty as the need arose; and the
financial strength and efficiency of many of
the leading corporations permitted them a large
degree of flexibility which stood them in good
stead when Europe began to call upon this
country to help supply war materials and sup-
plies to her armies, as well as food and other
materials available in reduced quantities be-
cause of the absence of millions of farmers
and city workers at the front." (1)
The situation continued without much change with
the entrance of this country into the war in I9I0. The
demand by Europe was nov/ met through direct advances by this
government, instead of the resale of American securities
owned abroad or the flotation of foreign bonds here.
Wartime finance stimulated popular o^v’nership of
securities. With the vast increases in the number of in-
vestors, the Liberty Loan campaigns, and customer and em-
ployee ownership plans as carried out by individual corpora-
tions, Investment banking houses after the war helped develop
the security buying habit in the American people. American
securities that had been held by investors abroad were now
being absorbed at home and many foreign loans, as well as a
large volume of new domestic loans were being floated.
J . The Securities and Exchange Act
In 1932 an Investigation of security dealings, bank-
ing practices, and their effects was authorized by the Senate
Committee on Banking and Currency. With this investigation
1. H. Parker Willis, Investment Banicing, 193^ » P« 23^
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Congress decided to bring forth the enactment of two Acts:
the Banking Act of 1933* and the Securities Act of 193'^*
Many practices and abuses which were disclosed by the Con-
gressional investigation were completely forbidden and others
severely curbed. The next era of investment banking was to
be greatly affected as a result of these Congressional
investigations
.
”A vital change took place in the investment
banking business, beginning with the enact-
ment of Federal legislation to protect in-
vestors and to control security markets. Not
only were the processes of underwriting syndi-
cation, and distribution of securities ad-
justed to the conditions created by the Se-
curities Exchange of 1933 » and the Securi-
ties Exchange Act of 193“^
»
and to rules and
regulations subsequently issued by the Securi-
ties and Exchange Commission, but the very
organization of the investment banking houses
and retail distributors was changed." (1)
For two years after the passage of the acts there
was little corporate financing. Legislation and the changed
economic and financial conditions of the country in the next
four years helped to develop the mechanism of security under-
writing and distribution.
K. The World War II Period
This period will go down in history as the era of
low money rates. This, without question was forced upon the
investment bankers by a desire on the part of Government Offi-
cials to issue Government Bonds at extremely low rates of
1. Charles W. Gerstenberg, Financial Organization and
Management of Business, 19^5, p. 392
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interest. This naturally cut the cost of servicing the
ever mounting Grovernment debt.
It could readily be seen that on a total Govern-
ment debt of a rising 4250,000,000,000.00, that even a
saving of one-quarter of one per cent would amount to a tre-
mendous sum. Thus, billions in Government Bonds were bought
up by banks, institutions and individuals on as low a coupon
rate as two and one hqlf per cent on the longer term issues.
Of course, the extremely shorter term certificates, etc. came
out on a seven-eighth basis.
While this heavy financing was taking place on the
part of the Government, relatively little was being done by
industrial corporations. Patriotism called for the purchase
of V/ar Bonds first and foremost.
What little corporate financing there was consisted
mostly of refunding at much lower coupon rates. The five per
cent issues were called in and replaced by three's and three
and one-half's. Some issues even came out at two ?)nd three-
quarters. Even preferred stock issues carrying a dividend
rate of four percent were issued to replace five and one-half
and six per cent bonds.
L. Post-War Financing
Soon after hostilities ended Government economists
started planning to firm up money rates. Inflationary fires
began to burn so brightly that steps had to be taken to dry
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up the money supply at least until the production lines
could catch up to the tremendous demands.
The first sip;n of the times was the firming; up,
however slight, in the very short term money markets. Then
the real drive started around Christmas time of 19^7 when
the Government operating througch the Federal Reserve Board
lowered support level on their Government Bond buying program.
In spite of the tremendous expansion by industry
during the war period, many corporations needed funds for
peacetime enlargement. It was found that since low coupon
bonds were in such demand and preferred stock issues were
going over so readily that common stock issues could be
floated with comparative ease. Thus, during the post-war
period, millions of dollars of stock issues were brought out
and absorbed by the public.
However, with the Government desires to smother the
inflationary fires through tighter control of money rates in-
vestment bankers found that corporations would have to pay
more for their money. Some issues which started out to be
three and one-half per cent issues, ended up by coming out at
four or even four and one-quarter per cent.
The suit against the Investment Banking Industry,
also was a big event of the post-war period. The Department
of Justice charged the Investment Bankers with monopolistic
practices. Just how this suit will come out or its effect
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on the industry, only time will tell. Many of these anti-
trust suits are announced on the front Page of the morning
newspaper in glowing headlines. The final settlement is
usually buried inside on some little read page. This may be
true of the present action.
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II. The Demand for Capital In American Industries
The financing of individual industries generally
follows a fairly uniform course. In the early stage of an
industry's life, capital is difficult to secure, and financing
takes the form of speculative stock issues. Banking houses
are cautious because they do not wish to risk their reputa-
tion and prestige on a new and untried security. Then, as
individual enterprises become firmly established and earning
power is more definitely developed, a great deal of financing
takes place. Finally, the industry tends to reach a satura-
tion point, where it has expanded sufficiently to meet the
demand for its product it has expanded sufficiently to meet
the demand for its product and services. As a result, the new
financing tends to fall off.
A. Establishment of a New Business
In the launching of a new enterprise many disadvan-
tages are incurred in the raising of capital. Banking houses
are wary of the risk for they have no gauge to go by. The
seasoning of a new enterprise is lacking and in the words of
Husband, "promoters of a new company frequently become beggars
instead of choosers of capital." (1)
Capitalization must vary according to the field of
activity. Funds in part may be advanced by the promoter.
^Yhere income is variable and uncertain, bonds must be avoided
and stock used to raise the capital funds.
1. William H. Husband, Modern Corporation Finance, 19^7, P. 231
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If any doubt exists as to covering the preferred dividends,
then only common stock should be issued.
The funds for financing during the organization,
or meeting cost of all intangible property from the very
start until the time when the business is in actual opera-
tion, are usually advanced by the promoter.
•’This embraces expenses for such things as
investigation of the project; procuring parties
who may be willing to participate; preliminary
engineering and legal advice on the project;
a canvass of territory to ascertain whether
sufficient business can be obtained; an es-
timate of the cost of the plant, the securing
of the franchise." (1)
The financing of construction, which incurs the
cost of all the tangible property, is usually accomplished
through the proceeds from the sale of stocks and bonds of
the company. The financing of the business after the pre-
ceding expenses have been taken care of is also accomplished
by the sale of the company's securities. The cost of con-
struction embraces
"the cost of real estate; labor, material, and
contractors; engineering; the expense of
company organization during construction; stores
and supplies; the interest during construction;
taxes and insurance during construction; legal
expenses; working capital; and the expenses of
financing including bankers' commissions, dis-
counts on bonds, and the promoter's profit". (2)
1. Joseph Howard Bonneville, Organizing and Financing Business
Lloyd Ellis Dewey 19^5 p. 17
2. Ibid p. 18
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The charges included in the cost of acquiring or establishing
the business includes such charges as
"advertising, canvassing for business; interest
on the cost of operation in excess of income
until the business becomes self-supporting;
and taxes and insurance during that time". (1)
When a new business is being organized, bonds origin-
ally will not be used unless the earnings outlook appears to
be steady and certain. Some small concerns will acquire
tangible properties subject to ordinary real estate mortgages
in order to reduce the amount of funds required from the general
public
.
If stocks are to be issued to finance the new con-
cern various forms may be issued to represent the different
interest of the owners. Preferred stock may be issued by in-
dustrials whenever it is warranted. The issuance requires t
that the earnings over a period of time be sufficient to cover
the dividends without causing undue curtailment of operations.
If the promoters wish to keep control, the preferred stock
may be made non-voting. To increase the attractiveness of
the stock the holders may be given the right to participate
in the earnings. The redemption feature may also be included
to rid the company of the preferred stock v/hen earnings become
large and stable. If market conditions require the inclusion
of speculative features, the preferred stock may be made
1. Joseph Howard Bonneville, Organizing and Financing Business
Lloyd Ellis Dewey 19^5, P. 18
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convertible or be issued with coicmon stock purchase warrants.
In the financing of a new enterprise through the
issue of stock, common stock should be used as much as possi-
ble to provide the bulk of the financing. It shows evidence
of belief in the project in that the promoters generally
take the common stock, which represents the residual claim
on earnings.
B. Need for Expansion as in Building and Machinery
Besides requiring capital for its original estab-
lishment, a business frequently requires funds for expansion.
A concern may find that the demand for its products exceeds
its facilities for manufacture, and that it must expand or
invite competitors to enter and supply the market. Often,
lower costs may be obtained by replacing labor with machinery;
a new and modern plant must be built to avoid or meet competi-
tion.
When capital is obtained from outside sources to
meet the cost of extensions, it may be had through the sale
of temporary obligations in the form of notes, or through that
of permanent obligations in the form of long-term bonds or
stock.
"Temporary financing may be based upon two
different financial presumptions. In one case,
the directors of the corporation may issue the
short-term notes in order to pay for extensions
and Improvements in structures and other per-
manent or fixed property, on the assumption
that bonds may be sold more advantageously
when the notes mature than at the time of
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issue. In the other case, the directors may
issue short-term notes on the assumption that
when the notes mature the earnings from the p
property which was bought from the proceeds
of their sale will afford sufficient free
capital to meet their payments.*' (1)
Many businesses prefer to grow gradually and by
so doing they re-invest a portion of their earnings each
year. As a result they avoid the creation of fixed charges
which arise from the borrowing of funds. Also, the re-
investment of earnings restricts ownership and control to
the original owners without direct call upon them for
additional investment. The use of notes is usually used
and more adaptable to meet short term needs of increased cap-
ital for either personal, emergency, or general expansion
purposes
.
With the regard to the class of securities desirable
for the purpose of financing additions to long-time assets,
this is conditioned to some extent by the nature of the demand
for securities at the time of expansion. It also depends on
the existing capital structure and funded debt of the issuing
company, and the amount and dependability of the company's
net income.
Capital for future expansion should be raised by
means that will keep down the annual cost, especially when
such funds are desired for investment in permanent additions
or Improvement to the plant.
1. Arthur Stone Dewing, The Financial Policy of Corps., 19^1
p. 1083
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'‘Bonds are generally more economical than either
notes or stocks for the following reasons: the
bond interest rate is commonly lower than that
on short term notes; also, it amounts to less
than the business earns on the borrowed funds
and thus leaves available for dividends to
stockholders the difference as an increased
earning on their stock, upon the principle
of trading on the equity; also, the selling
cost of bonds is usually smaller than that of
stock because the wide market for bonds in
large amounts renders the marketing of bonds
easier and cheaper than marketing of stock.
It is estimated that on the average the cost
of capital raised by long term bonds is from
to 3^ lower than that of capital raised by the
sale of stock,'* (1)
Bonds of course, should never be used when there is any danger
that the interest cannot be met regularly.
The sale of stock has the advantage that it creates
no fixed charges. Also, the stockholders cannot foreclose
if the expanding company should for some years be unable to
pay substantial dividends on the Increased amount of stock.
However, as a result of expansion it is expected that there
will be an increase in income sufficient to pay the entire
stock dividends e~:ual to or temporarily lower than those paid
prior to the expansion.
As a matter of practice, the form of securities to
issue is something that can best be decided in consultation
with the investment banker at the time it is desired to se-
cure the capital.
1. Joseph Howard Bonneville, Organizing and Financing Business
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C. Need for Worklnp; Capital
•'As its name implies, working capital is what
you use, from day to day in running your busi-
ness. Lenders figure that it should 'turn over'
at least every six months, and therefore it has
to be replaced within the same such period.
Working capital will provide raw materials,
money for payroll, running expenses within reason,
and liquidation of current debts. Specifically,
it will buy new machinery, make improvements on
plant, real estate or place of business, pay past
due and long time indebtedness, carry on advertis-
ing campaigns, develop patents, conduct research,
and enable you to do things which may not be
realized on within six months." (1)
The amount of capital required varies from business
to business. In the case of industries and manufacturing
enterprises working capital in industries will primarily be
in its conversion into operation plant structure, while a large
share of the working capital in manufacturing enterprises is
more likely to be changed in form by conversion into the
finished product.
"When a new concern is first organized and fi-
nanced, the working capital will be principally,
if not entirely, obtained from the original fi-
nancing. Very soon a portion of the cash will
be transferred into raw materials, wages, sup-
plies, and a host of other current operating
accounts. These expenditures will be reflected




product. The finished product will then be sold,
and for the typical business the value will be
transferred to accounts receivable. If the sales
have been made at satisfactory prices, the amount
of the accounts receivable should be larger than
the expenses Incurred for raw materials and other
items. Gradually, the account receivable will be
collected and the working capital will have re-
1. William Hurd Hlllyer, Keys to Business Cash. 19^2, p. 3
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turned to its original starting place, cash,
from which the cycle will be repeated." (1)
The flow of this cycle may be continuous in theory, but in
practice it will be irregular because of the fluctuations in
the volume of sales and in the changing price levels of raw
materials, labor and other costs.
Methods used in the attaining of working capital
may vary according to the situations involved. Additions may
be made to the working capital fund through special financing,
or it may be changed by leaving in the fund the profits made
on sales. Corporations ordinarily do not pay out all of their
earnings as dividends over any period of years. Needs of
capital increase as corporations grow in size and volume
makir^ the retaining of earnings popular.
In comparison with stocks and surplus, bonds have
the difficulty of creating fixed charges. If a portion of
the working capital should be idle, not only would earnings
be lost but also it would be necessary to pay a penalty in the
form of interest on the bonds. Therefore, bonds should bo
used only when the requirements are believed to be permanent,
and never for seasonal or temporary purposes. Bonds also have
a definite maturity which may appear unimportant, but which
creates a future contingency.
A portion of working capital should be accommodated
by the sale of stock. The portion of working capital obtained
1. William H. Husband, Modern Corporation Finance, 19^7, p. 561
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by this means provides relief to management from the contin-
gencies of bonds. The use of stock to obtain initial working
capital places the corporation on a sound basis and enables
it to provide more adequately for later needs by other means.
Corporations may make continuous use of the lending
facilities of commercial banks. Loans for temporary working
capital purposes are made by all commercial banks. Bank
borrowings should ordinarily be the source for a large portion
of the extraordinary or temporary working capital needs along
with a portion of ordinary current financing. This has the
advantage of developing established financial connections for
use in times of emergency or of having a ready means of re-
ducing working capital during periods of extreme decline in
the volume of business.
When bank facilities are inadequate or it is thought
more economical to finance on the open market, the corporation
mq,y resort to the use of the commercial paper house.
'•Commercial PaP®r, in the financial sense, means
the promissory notes of short duration which
large and sound business concerns frequently
offer for sale through commercial paper houses
on the open market." (1)
This method of finance offers favorable interest rates
and good will as a result of widespread ownership of its notes.
1. Joseph Howard Bonneville, Organizing and Financing Business
Lloyd Ellis Dewey 1946, p. 202
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D. Refunding; of Outstanding; Securities
If a corporation wishes to raise additional cash
for the purpose of replacing issues previously outstanding,
they may accomplish this through a large part of new security
offerings. Such refunding operations may be for the purpose
of paying off a maturing obligations, or a new issue with a
lower rate of interest may be offered to reduce the interest
on the outstanding bonds. This type of financing is greatest
in periods of rising bond prices, and in the earlier periods
of a boom in the stock prices.
E. Recapitalization
Recapitalization is the revision of the capital
structure of a corporation, with the desire to make the
structure more applicable to the period and situations at
hand. Just as obsolescence sets in, the financial policy may
also be outmoded by changing conditions in the money market.
Recapitalization may occur by inducing holders of the company'
stock to exchange their existing securities for new ones on a
voluntary basis.
"Broadly speaking, revision of the financial
structure may be caused by a state of finan-
cial embarrassment, by opportunities to im-
prove the composition or arrangement of the
capital structure, and by various conditions
of expediency which affect the normal life of
the corporation. Financial embarrassment;
(1) elimination of a deficit; (2) elimination
of accumulated dividends on preferred stock;
(3) adjustment for the purpose of recognizing
changes In the value of assets. Opportunities
to Improve the financial structure: (1) to take
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advantage of many market conditions; (2) to
provide a more effective way of reaching a
larger number of investors; (3) to simplify
the capital structure. Conditions of ex-
pediency: (1) to accomplish a transition
from a closed to an open corporate status;
(2) to meet legal requirements." (1)
F. Mergers
"A merger occurs when two corporations are fused,
one of v^hich survives, while the other loses
its corporate existence and has its properties
combined with those of the company v/hich re-
mains." (2)
In some cases little or no financing is involved in
the merging of two corporations. This may be true in the
case where it is sometimes brought about entirely or in the
main through the exchange of securities among the stockholders
of the business. Also, the company acquiring the other company
may have available sufficient funds without additional financ-
ing.
Where capital is needed it may be possible and desir-
able for the company to secure all the funds required through
an issue of bonds or debentures. Stocks may be used in other
cases to accomplish this purpose. This may be preferred stock,
par or no par, made attractive by a bonus of common, a warrant
for purchase of common, or by a convertible feature. In other
cases the financing may be accomplished through the sale of
common stock only. However, there are a number of variations
1. Wm. H. Husband, Modern Corporation Finance, 19^7, p. 246
James C. Dockeray
2. Harry G. Guthm.ann, Corporate Financial Policy, 1941, p. 573
Herbert E. Dougall
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to which the general public are invited to share in the risks
of the new undertaking, as well as the sharing in the poten-
tial profits.
G. The Purchase of Large Blocks of Closely Held Stocks
In the early stages of fast growing corporations,
the management can usually take care of all the demands for
capital. Some times it might be necessary to go to the banks
for some short-term loans, but as far as big public financing
goes, that remains for a later date.
V/hen the time comes to go to outsiders for money,
many times it is necessary for large blocks of stock owned by
the management to be purchased by the public in order that
larger financing might be done. For example, the original
capital set up might call for only 10,000 shares of stock. Due
to successful management the book value of these shares might
grow to ii4,00C.00 a share. When more money is needed for ex-
pansion this old stock may be split and a portion sold to give
better marketability to the stocks.
In some cases, those holding large blocks of stock
do not have anyone to leave the stock to when they retire. Here
it is helpful to have the investment banker come into the pic-
ture to dispose of the stock. This is one of many phases, where
the investuent banker plays a vital role in the financial pic-
ture. Without the investment banker, the large holder might
have to sacrifice his large block of stock at a sizable dis-
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III. The Supply of Capital
The financial executive, when in need of capital,
finds a number of different types of institutions performing
their ov/n special functions in the capital market.
Also the individual saver of capital may abandon
the responsibility of an investo if he wishes. There are now
several types of institutions which assume all, if not nearly
all, the responsibility for the routing of the investor's
savings into proper channels of Investment. The securing of
this capital by the Institutions is usually accomplished by
making an agreement with the investor. These institutions
usually stress safety in combination with slow but regular
income
.
The investment banker, who underwrites the corpora-
tion's security offering, is the main contact with the capital
market. This investment banker and his associates make it their
business to pass on the securities to the Investors, institu-
tional as well as individual. Once the securities have been
Issued, the broker and the stock exchanges furnish a market,
thus making the securities marketable from the viewpoint of
the investor.
A . Institutional Investors
A large number of important institutions in the course
of business accumulate large sums of capital. The capital of
these institutions must be kept profitably employed in order
to obtain maximum profits, therefore, constituting an im-
ii6*« ui n«vdw ,#vi^uoeT® .X*lon*flll ^ffT
gnlflrtol'i«H 8nc*,t^i.'JlXenl lo lo 'x#oju/b e£«n
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Thisportant source of capital for the financial executive.
group of institutions, however, are not formed for the primary
purpose of investing funds for individuals.
"The leader among these institutional investors
is the Insurance company. Next comes the com-
mercial banks who also accumulate substantial
funds which are kept invested in securities
under regulations imposed by state laws.
Eleemosynary institutions are gaining control
of increasing amounts of money which are being
largely invested by them in securities. Finally
numerous business corporations have large sums
available for general investment as a result of
the common practice of American corporations
over a period of years of paying out only a
portion of their earnings as dividends, regard-
less of the immediate expansion needs of the
enterprise." (1)
1. Life Insurance Company - The insurance companies
are considered the most important single class of buyers of
investment bonds. These companies invest part of their invest
ment funds in the purchase of new issues and part to purchase
from holders of issues previously sold to the public. Their
most important function is spreading risks over a community
while the investment function is incidental. Their source of
funds for investing is a result of an accumulation of reserves
The business of insurance is steadily growing in
importance as the complexity of our economic system Increases.
The insurance seeks to protect the individual by spreading the
economic risks to v/hlch he is subject over large numbers of
people. This risk is accomplished by collecting small sums
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of money from numerous people. The money is then gathered to
form a fund to pay losses to the individual subject to the
hazard against which it is sought to guard them,
"It is based on the fundamental rule that death
and accidents happen to only a small number of
people at one time." (1)
The fund gathered naturally assumes large proportions
as the insurance company grows. It must be kept as a reserve
from which losses are paid, thus making the insurance company
a large holder of capital collected from the whole community.
As a result the insurance company Incidentally becomes the
largest single type of saving and Investing machine in the
county
.
"The insurance company usually has three funds
from which its investments are made. First
there is the capital provided by the stock-
holders, except in the case of a mutual company
which is run on the same principle as the
mutual savings bank and is owned by the policy-
holders, In the second place, there is the
surplus retained by the company from its past
earnings. Last and by far the most important,
and constituting the great bulk of the in-
vestment fund, there is the premium reserve
paid in by the policyholders, and held against
future mortality losses." (2)
The life insurance companies met the depression of
the early 'thirties in an impressive fashion, ^^ile a number
of smaller companies failed, the large Institutions did not
require any direct assistance from the government, their cash
1. H, Parker Willis, Investment Banking, 193^» P» l'^^
Jules I. Bodgen
2. Ibid p. 150
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income being sufficient to meet the outgo.
Life insurance companies are fitted to provide long-
term capital needs for industry, and are in an ideal position
to extend credit. It is expected of course, that the bulk of
funds which are placed with life insurance companies are left
with them for an extended period of time.
2. Commercial Bank - The commercial bank has been
modified by economic and financial developments. Its in-
vestment functions have been largely expanded, and thus in
addition to being an investment institution it is becoming an
institutional investor as well, placing in bonds purchased
from the investment banker the funds held on demand, as well
as time deposits.
Of all the functions performed by the commercial
bank, the most important is that of supplying the needs of
business for short-term capital in the form of bank loans.
In normal times banks secure a large portion of their earn-
ings from the interest charged on these loans. The basis
through which this credit may be extended is through the
medium of the deposits of those who are not in immediate need
of funds.
In meeting the needs of business enterprises, com-
mercial banks are unusually well qualified to appraise capital
needs. They not only constitute the major agency specializ-
ing in finance, but through their servicing of the current
needs of industry they should be especially familiar with the
stive
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complete needs for capital.
The commercial bank, finding it less and less pos-
sible to utilize its resources has branched out into other
fields, notably security loans and bond investments.
3. Eleemosynary Institutions - Universities, hos-
pitals, churches, charitable organizations and foundations
are all important buyers of securities. Their holdings in
the aggregate amount to billions of dollars and it increases
as the years go by. The increase is a result of the passing
on of men who made great fortunes in the past. They follow
the usual custom of leaving some part of their wealth to
these eleemosynary institutions.
A large and growing group of these Institutions
constitutes an important factor in the capital market. A
large part of the endowment is invested in securities. Among
eleemosynary institutional investors, colleges and universities
have by far the largest endowment funds, as a group. Most
American institutions of higher learning, outside of the state
and municipal institutions, do not receive enough in fees or
subsidies to cover the cost, so in order to cover the cost the
balance is made up from the endowments, from which income is
earned. The endowments take the form of land or securities
which the institution is expected to retain. However, endow-
ments are increasing in which the institution is at liberty
to Invest or reinvest at the discretion of its board of
trustees
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4, Other Business Corporations - The general run of
business corporations are important as institutional investors.
Many individual corporations hold hundreds of millions of dol-
lars worth of securities of other corporations. These secur-
ities represent companies, both within and without their own
individual field of activity.
As a result of their large surpluses, which are in
part invested in their own company, the corporations are being
recognized as investment organizations. The device of the
corporate surplus, designed at first to strengthen a corpor-
ation's position in its own industry, has led to the accumu-
lation of large amounts of capital, which are awaiting use
in one channel or another. They can place their money in
short-term securities in the corporation's own share or they
may act virtually as an investment trust, buying and selling
new Issues as well as old issues previously sold to the public
for profit as well as current income.
B. Investinpc Institutions
The investing institutions, which have been fully
developed in this country, can be basically divided into three
types. The first type constitutes the savings bank, which
operates as an institution of deposit. These deposits are
then invested in securities, mainly seasoned Issues. The second
group comprises investment trusts, mortgage banks, and others
which sometimes are referred to as finance companies. This










» J' lA. \ I '
to mn xjn»n«8 *riT - anolirt»<l’Svi £SSSifiifl 3£i« 0
. .
A.
.a-ioJMvnt a< ^naincKUnt anotle^ocioo
8.«ni»ud
-XoI> to taetiUm to 4 S«e«ort ftiorf 8(toia«o^o» XauBivtfcni v*M
-^uoea »a«rtT .'«roU««noi> iwJto to »eXJX^o*« to dJTOw
«1*X
nwc iXsrtl iwitWtw bfij» atHiip tliod ,»»Xn*«i«ioo Xir98
«^q« •»ttx
.V>X»X.tO« to 6X*n UutXvXini
nl rioXriw ,e«»vt<iTi#8 lo
« *A
'-anioa 8aoXl«^oqno^ ‘Vaqaob nwo -ri^riJ nl
b^leevnl
V to.^olv^t 8<rfT .anclis.-cinfcSTto
Jn^^ft^vcl as 5©sl«eoo«i
-i^noo A o*riJ»nan^a oJ t^a^lUb ,*ijiQnw8 a^fiioirroo
-umuoofi 9d’i o4 b»X^ s«d ovo a^l fli
aol^lftoq B'aotSA
aau 3«l^X8Vf* rxs rioiriw ,l8^1q80 lo a^nyo** egi*!
Io^HoI^aX
al xaaoffl nledl' •oolq n«o X»dT .'lariX-'^ to
larmado anc nl
X»iU TO »t«/tB nwo 8*nolJatoqtoo ©ri4 ai
a»l^ltuo#a nrraJ-JtodB
^11x^6 bnu m^Xiid iaamJaavnl na ba xiliuXtiv X3a XJa






»» "t »oflioanl jnattuo aa Xisw oa .tllotq toX
•*
, I?-.*'
xllul a««<J »»»ii doXrix .srToJJOJXianX snWaavnX »iff
k
aw:j a)al f»bX»t* xXxaaXaad ad oao .xttnuoo. aXriJ al tanoXavab
(loidw .Jinao agoivaa ariJ aaXuXXJanod aq^J ieatl a*
.aaq^X
M8 aJiauqeb aaariT .JXaoqab,to noUo3i.>8«X rw aa aajaieqo
t.
tiibaaa artT .aaifaa.i banoaaaa tXaXflit .eaiXXTUOae nX
fca.UavnX nadJ
B'tariJo bne .aiijtad a^BaJidi ,aJainJ jnaBrfaavnX BeaXitt'aoo quoqs
aX<« .aai;iaq«iioo asni^lt aa o3 Miatar a^a aaaUaaOa iJeXifw





sale. The third, and most important type, is the trust
company. The trust company manages the funds of each in-
vestor individually, which is not possible by the other kinds
of investing institutions.
1. Savings Bank - "Mutual saving banks are
one of the finest achievements of the country.
Their record in aiding individual savers and
providing capital for industry improvements
has been outstanding." (1)
The mutual savings bank possesses a number of impor-
tant features which give it a distinct character. The con-
servatism of legislators hss largely preserved their charac-
ter in the changing of savings bgnk laws. These features are
as follows:
" (1) it is a mutual institution, (2) it is
dominantly non-commercial in character,
(3) its investments are rigidly restricted
by law." (2)
Savings banks receive only time deposits enabling
them to place their funds into long term investments, mainly
seasoned Issues. The reason for this is that they may demand
a 30 to 60 day advance notice, varying according to the state
law, before the depositors may withdraw their funds. As a
result day to day liquidity need not be maintained.
"The investments of a mutual savings bank
are rigidly regulated by state law. In
general, these laws limit investment to real
estate first mortgages, government and munici-
pal bonds, and a limited group of the better
1. H. Parker Willis, Investment Banking, 193^, p. 112
Jules I. Eodgen
2. Ibid p. 112
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railroad and utility bonds meeting specific
tests. Stocks are not permitted as investments
in any important State bank." (1)
2. Commercial Bank * s Saving; Department - Commercial
banks have long sought time deposits. The national bank may
solicit deposits on the same basis as a savings bank, and
invest such funds in any fashion which it would invest its
ordinary demand deposits. This includes the purchase of
marketable bonds. However, a large portion of the time depos-
its represent large corporations and business men who keep
funds this way in order to get a higher rate of interest. At
the present time, commercial banks are restricted by law to a
rate on savings deposit not in excess of two and one-half per
cent
.
3. Trust Company - The trust company differs from
other investing institutions in that it offers individual and
personal service throughout the life and after the death of
an investor. The trusts usually involved are of large propor-
tions, but in recent years it has become profitable in smaller
trust companies to handle accounts even as small as a few
thousand dollars.
The work of a large trust department is grouped around
a trust committee composed of the ranking officers of the depart-
ment which reviews all changes in holdings in individual trust.
Research and contact work involves the work which must be done
by this committee in order to obtain maximum efficiency. The
1. H. Parker V/illis, Investment Banking, 1936, p. 116
Jules I. Bodgen
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trust departments have been opened by many national and state
banks, which act as trustees for individual or for corporate
bond issues.
The following roles are played by the trust companie
in Ajnerican investment banking:
"First, the banking department often possesses
a large proportion of time deposits, and thus
acts in the same capacity as a stock savings
bank. Secondly, the corporate trust business
wherein these companies act as trusteed under
corporate mortgages and as transfer agents and
registrars for stock issues, facilitates the
security transactions of other investment bank-
ing agencies. In the third place, trust com-
panies, like many commercial banks, may main-
tain security departments, which operate within
-the limits laid down by the Banking Act of 1933*
Finally, they act as out-and-out investment in-
stitutions in the handling of personal trusts." (1)
The owner or investor may retain full control over
his investment policy leaving the activity of the trust com-
pany to the physical care and handling of the securities. In
this case the securities are merely vested in the trust com-
pany's name to facilitate transfer, tax reports, etc.
"As an investing agency, the trust department
secures grist for its mill from thousands of
personal or charitable trusts set up by
individuals for the benefit of other individuals
and, to a lesser extent, for charitable or human-
itarian purposes." (2)
The corporate enterprise plays an important part in
the services rendered by the trust companies.
1. H. Parker Willis, Investment Banking, 193^f P* 13^
Jules L Bodgen
2. Shaw, Livermore, Investment Principles and Analysis, 1938
p. 199
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•*A corporation is dependent upon the trust com-
pany alike in connection with the raising of
fixed capital, with the management of certain
of its financial affairs as a going concern and
with safe-guarding the interests of both credit-
ors and shareholders in the event of insolvency
and financial reorganization." (1)
4. Investment Trust - "An investment trust may
be defined as an agency which combines the funds
of numerous investors through sale of its own
securities, and invests them primarily to ob-
tain maximum return and appreciation." (2)
It is one of the institutions designed to assist the
Investor, offering the investor diversification of his holding
and expert management. The principle business of the trust
is that of investing the funds in a varied list of stocks and
bonds with its management making the necessary choices and de-
cisions .
Although somewhat similar to savings banks and ln-_
surance companies, the basic objectives are much different.
The savings banks and Insurance companies stress safety as
their prime goal, while investment trusts stress appreciation
of principle as their main objective.
5. Mortgage Bank - Mortgage banking is a form of
Investment banking whose purpose is to finance the purchase
and development of real properties through the sale of
mortgages. The essential idea underlying the whole enterprise
is the diversification of risk.
1. Harold 3-. Moulton, Financial Organization of Society, 1929
p. 268
2. H. Parker Willis, Investment Banking, 193^, P« 125
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Tho mortgage bank performs the function of bringing
together capital and opportunity in a particular part of in-
dustry. This part of industry improves the soil or adds to
it capital improvements in the form of buildings. The mort-
gage bank finds its chief financial function in developing
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IV. The Supply of Capital - Continued
A. Facilitating Institutions
One of the greatest problems involved in the commit-
ment of long-term funds is the creation of a market where
the individual investor may dispose of his securities at will.
This has been accomplished through what is now called facil-
itating institutions.
From the social point of view, the benefits derived
from an efficient securities market, including brokers and the
stock exchanges, are enormous. The cost of securing longer
term capital to the small and little known enterprises, is
often very high in other types of markets, and at times so
out of range that it may prevent expansion. For large scale
corporate organizations, capital can be raised in the securities
market more freely and at lower cost than for smaller and little
known enterprises.
"The typical stock and bond broker differs from
the investment house or securities middle man
in that he has no dealings with the original
issuer of securities. He stands in between the
investor and the investment." (1)
1. Brokers - "A broker is an agent acting for his
principal." (2) The broker does not take legal title to the
securities. Stockbrokers buy and sell securities for their
customers, and take their compensation for their services in
commissions
.
1. H. Parker Willis, Investment Banking, 193^, p. 56
Jules I. Eodgen
2. Hastings Lyon, Corporations and Their Financing, 1938, p. 603
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While a dealer, in some states, must have his con-
tracts involving .!^50.00 or more in writing, a broker can en-
force oral contracts that he makes with his customers, because
as an agent he can hold his principal for damages caused by
his efforts to carry out the orders of the latter.
Stock exchange brokers divide into different classes.
Some are strictly brokers, others are commission brokers or
specialists. Commission brokers execute orders from the
general investing and speculating public. Sometimes such
brokers execute orders for each other at a reduced rate of
commission. Orders which are placed for execution at prices
which are away from the prevailing market customarily are
turned over by brokers to other brokers who act as special-
ists in the particular stocks. These specialists maintain
records, known as books, in which these orders are entered in
the sequence received. The principle advantage which the
specialist offers is providing a convenient concentration point
for orders which otherwise could not be expediently handled by
the regular brokers.
2. Dealers - A dealer buys and sells securities on
his own account. They assume title of securities they buy and
own those they sell.
Under the statute of frauds, a contract involving
^50*00 or more must be in writing. Therefore, to hold those
with whom he deals, he must have all contracts in written form.
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These dealers furnish the marketing facilities for
those securities which cannot be bought or sold on a brokerage
exchange. The true dealer may purchase his securities from
varying sources. He may buy them directly from an issuing
corporation, from an underwriting firm or syndicate, or in the
open market over a period of time. He carries these securities
on his own account and at his own risk. As a result of the
purchase of these securities, he hopes to sell them at a profit
to investors.
"He is a merchandiser in the true sense of that
work. He takes risks, attempts positively to
fit his wares to the apparent needs of his
clients, and tries frankly to influence their
decisions." (1)
The different class of dealers are notably floor
traders and odd-lot dealers. A floor trader makes contracts
on his own account on the floor of an Exchange. The floor
trader has no commission to pay since he is executant of his
own contracts and is a member of the Exchange,
Odd-lot dealers are those who execute orders,
involving the purchase or sale of securities in lots less than
the established unit of trading. For a great number of stocks
on exchanges, IOC shares is the established minimum. Brokers
who receive orders to buy or sell less than 100 shares place
these orders with odd-lot dealers who fill them at prices slight-
ly different from prevailing prices on 100-share lots.
1
. Shaw, Livermore, Investment Principles & Analysis, 1938 » P* 96
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3. stock Exchanp;es - Security exchanges are merely
an aggregation of brokers who represent buyers and sellers
of securities. These brokers meet and trade readily with one
another at a single place.
The exchange's major function is that of bringing
together buyers and sellers to a central floor upon which
orders may be executed by the members.
Securities registered on stock exchanges must be in
accordance with the regulations of the Securities and Exchange
Commission, which possesses broad regulatory powers. Some
securities may be admitted to unlisted trading privileges with
the approval of the Commission. The practices and policies of
the exchanges are also subject to governmental regulation.
The New York Stock Exchange may be regarded as an
accepted standard of the other security exchanges and, there-
fore, an understanding of its functions and operations will
clarify nearly all of the problems encountered by the other
security exchanges.
The New York Stock Exchange consists of individual
members who are allowed on the floor of the exchange for ac-
tual trading. These members may conduct their business in
their individual capacity, or they may join in partnership with
non-member partners to facilitate such business. These partner-
ships are then recognized as registered firms of the New York
Stock Exchange and may either be general or limited in character.
The members of the New York Stock Exchange may be
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clasBified into seven main groups. The commission broker, a
member of the stock exchange, devotes his time and efforts to
the executing of buying and selling orders for the account of
outside customers. He serves as the chief channel through
which orders to buy and sell listed securities from all over
the world are brought to the floor of the New York stock
Exchange
.
The second type of members of the exchange are
brokers often termed as "two-dollar" brokers. The "two-dollar"
broker is a broker whose customers are other brokers. His
chief work is to assist other members of the exchange, mostly
commission brokers. The name "two-dollar" broker arises from
the fact that his fee for purchasing or selling 100 shares of
a stock was formerly -12.00
,
A third type of member is a floor trader. He acts
in the capacity of a principal on his account. He buys and
sells on his own account and risk rather than for others. He
possesses several advantages over those who are non-members.
Being directly on the floor of the exchange he comes into con-
tact with the technical changes in the market first. Secondly,
he does not have to pay any commissions. As a result he can
afford to trade for small profits more easily than an outside
trader. Often he buys his securities in the morning and sells
at the end of the trading day so that he has no holdings to
carry over night.
A fourth and very Important group of members of the
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various stock exchanges are the specialists. The specialist
is an individual who may combine both the trader and broker
functions but he concentrates in one or a group of securities
in which he specializes. The specialists, owing to the pos-
sibilities of abuse that arise from this combination of broker
and dealer functions, have been prohibited by the New York
Stock Exchange to act as both broker and dealer, in the same
transaction. Also the specialists may not give preference to
transactions for his own account to that of his customers. The
specialist's position arises out of the necessity of having
some means for handling orders placed at specific prices other
than the prevailing price. Orders placed at a definite price
above or below market must be filed so that they may be execu-
ted whenever the market reaches the specified price. It is
the function of the specialist to keep a record of all such
orders and to execute them as it becomes possible to do so.
A fifth important group are the odd-lot dealers and
brokers. In order to accommodate persons desiring to trade in
less than 100 shares, odd-lot dealers and brokers have been
established. The odd-lot dealer will buy and sell odd lots at
any time within a given fraction of a point, usually one-eighth
of the last actual transaction in that security floor.
A sixth class of stock exchange members are the bond
brokers and dealers, who specialize in executing orders in bonds
for the account of customers or for their own account.
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These persons have either retired from active participation in
business or have purchased their seats chiefly to reduce com-
missions on their own operations rather than for others.
The securities which have been regularly admitted to
trading privileges on these exchanges have traditionally been
called listed issues in contrast to all other securities which
are knov/n as unlisted securities. The listing of a security
gives it widespread recognition. The fact that it is listed
recommends it to many people who insist upon having pledgeable
and readily salable investments.
B. Individuals
Business enterprises often raise funds from stock-
holders, creditors, employees, customers or purchasers of the
companies' products, officers, and personal friends of the
manager.
The corporation may obtain needed capital from exist-
ing stockholders. It may be done at a very low cost and with-
out much hardship providing the stockholders are satisfied with
the company's present position. A complete absorption of the
new issue by satisfied stockholders v/ill lessen the chances of
harm to the company from manipulation by speculative traders.
Therefore new Issues of securities are frequently offered to ex-
isting stockholders who have no inherent right to subscribe to
additional stock. Bondholders may also be given the privilege
of subscribing to a new issue of stock that has not been fully
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Another source may be the creditors of the company.
This practice is usually limited to cases of readjustment and
liquidation. In this case, the debt of the old company is
settled by offering the stock of the new organization to the
creditors of the old company.
A third means of securing capital is through employ-
ees. This is very rarely done because the employees are un-
able to furnish the capital needed. When it is done it is
usually involved in a profit sharing scheme or is used to
maintain goodwill within the company.
The fourth method which may supply or aid in the se-
curing of funds for the corporations is through customers or
in other words, the purchasers of the company's product. In
the case of a newly organized company the appeal will be limited
while in an established enterprise, the customers who are
familiar with the business and its earning power, are good
prospects.
The borrov/lng of funds from officers of the company
is sometimes followed. This is usually done in times of emer-
gency and is evidenced by either a note or an open account.
Personal friends of the officers or of management of
the company may be appealed to in the case- of a newly organized
company or a small concern. This is often the only source for
these concerns to obtain new fixed funds.
"In conclusion of the various ways in which
corporations may procure fun's without resort
to the capital market it may be noted that the
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choice between the use of internal and external
sources of funds depends upon a number of factors.
If the corporation shows a steady and satisfactory
rate of return, it can very well raise its capital
from within. On the other hand, if the earnings
are meager or irregular, external sources of
capital must be tapped." (1)
G. Moulton, Financial Organization & The Economic
System, 1938, p. 145
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V. The Role of Investment Eanklng
"The middlemen in the fixed capital market are
known as investment hanks although that term
in reality is a misnomer. The true investment
bank is not at all a bank for it accepts no
deposits, issues no currency, and does no
lending that can be avoided. Its business is
strictly that of underwriting and distriouting
new security issues to the public." (1)
The security issues involved are those of usually
long-term issues running from one to fifty years and longer.
The capital used by the investment bankers, to carry
out their work, is usually obtained from their own funds. If
and when more funds are needed, short-term loans are made
from commercial banks. The mark-up, the investment bankers
put on their security issues, provide almost all of the income
they receive.
The investment banker is very important in the
American capital market. It is through these middlemen that th
bulk of capital is raised. This is accomplished by gathering
funds directly from investors or through intermediate institu-
tions and directing its flow into the most promising channels.
As a result large investment houses may be classed as whole-
salers, retailers, and dealers, with some being the combination
of both wholesaler and retailer. Securities are bought and
sold, alone and with associates, both at wholesale and retail.
The investment banker is responsible to both the
Issuing company and to his investing clientele. In the case
1. James C. Dolley, Principles of Investment, 19^0 » P* 223
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of the issuing company, the investment banKer must be able to
secure the necessary capital with soundness and safety. As to
his clientele he must protect them from unsound investments.
If issues are not listed, the liquidation of holdings can be
done through the investment banker. However, the responsibility
of the investment banker still holds true on securities that
are listed or unlisted, in which he takes Part. He must
maintain a market on the securities until they have become some-
what seasoned, and in so doing he must exercise good judgment
on them as long as they are outstanding.
A. Purchase of Securities
In the purchasing of a new security issue, the in-
vestment banker must be very careful. The bank must satisfy
itself that the bonds or stocks to be purchased would be sound
and desirable investment. The banker must also take into
consideration the type of security most desired by the clientele,
involving investors and business men. Obviously the purchasing
department plays an important role in the investment bank,
•'It largely determines what security issues the
house will attempt to distribute and in the case
of originations, the terms of the issues and the
prices at which the stocks or bonds are to be
offered to the public. Efficient operations of
the department means that the bank will handle
sound securities properly priced which can be
sold readily, thus binding up good will with the
Issuers and with the investing public," (1)
Proposals for new financing are received by invest-
ment bankers from many sources. Usually the large Investment
1. James C. Dolley, Principles of Investment, 19^0, p. 232
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houses receive far more than they can handle. Wtien these pro-
posals are received they are turned over to the buying depart-
ment of the investment house for investigation.
In order to make a thorough investigation of the new
offer, the purchasing department must make the use of the serv-
ices of several technical experts. Among these experts may be
men with broad outlook and wide experience.
"This work will involve the employment of experts:
accountants to audit and present statements that
will accurately reflect the record and prospects
of the company; engineers to examine the techni-
cal efficiency of operating plant and techniques;
commercial researchers to study such matters as
marketing, public relations, or labor policies,
as they may be important; legal counsel to check
on such matters as property titles, validity of
patents, liability from possible law suits, legal
soundness of various corporate acts, such as may
be discovered by checking the corporate charter,
by-laws, minutes of directors' meetings, and
major contracts, and to prepare contracts inci-
dent to financing." (1)
Such an investigation into the issuing corporation
yields a comparison with other companies in the same line of
business. This data, along with the understanding of the con-
dition of the market, provides the banker with knowledge from
which to judge the advisability of the purchase.
Usually the last word in approving or rejecting the
proposition is done by an investment committee, consisting of
several or all the partners of the bank. However, they rely
largely upon the investigational work of the purchase depart-
1. Harry 3. Guthmann, Corpor?to Financial Policy, 19^0, p.
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ment, and their final decisions are usually based on the
department recommendations.
Assuming that the proposition for the new issue is
satisfactory and that the purchase of the securities has been
undertaken, the activities of the buying department are then
centered upon other securities. The disposing of the securi-
ties is then passed on to the selling department.
B. Sale of Securities
The general function of the sales department is to
sell the securities purchased by the purchasing department.
The clientele, to which the securities are sold, will deter-
mine the selling method. The investment banker may operate
either as a wholesaler or retailer or as both, in order to dis-
pose of the securities. If he acts as a wholesaler, he will
dispose of the securities in large blocks whereas a retailer
would take the task of reaching the general rank and file of
the public.
The selling department is a well-arranged organiza-
tion with a sales manager usually in charge. The staff of
salesmen gather lists of customers and prospective customers,
which they constantly try to enlarge. Direct visits are made
to these customers with the hope that they may be induced to
part with their money in exchange for the security. Therefore,
well-trained and Intelligent men must be on the staff, who
can quickly acquire some understanding of the business of the
















^iU no fy^bad 9ta taa , -tn*«
.





• al tijeiBi wan arfJ 'tol ctoJLJ lliOQ6*i<i ad.} ' gnlianaaA ^
.T '
. * .
caa-r Bad aaUiiuo-m adJ Ic aearib-u/q ad^ Jad4 dcts
Ik ‘ •
nari.} 0'tB saasiS'ta(iat gni^ud ad»} Ic aalJivXJ-oa ad.} ,naiUX*xato/
•l'UJ09B add; 'k) g«laocialt adT .aai^i-UJoaa fcarta.^nao
.^n^fcri««ta)b ?4 xXIa$ ad<» o^ de Jtv'aasaq oadi *X aal^
j
»
’ o*} aX ^oaiuinatjaf) vb1j&9 adi^^ lo aaXd'onV't iartaoa^ adT
' V. A
.inoaiJ-taqst !-*8«laituq E^W t-u-aea X£*a ,•
-T«#oi ' iXiw ,!>loa mit a»li-tivo»f rislstw oi ,*XeJO»iXo edT v
I-'
aia^atjo nadiaad 'iJnaffiXaaToX adT .j^dd^affl anXlIaa asiJ attXfli
-gib o.^ lafricr nl e.a 'lO 'tnulaien io •s^X.aaaXoriw £ a* i;adJXa
liXw arf ,*?ai£BaiM.'W a »£ aJoA 'ad II *;iaX^} i'liioaa^ ad^ lo aaoQ
^aXX£J»^ a BAanadw ailocld ijrcaX ni" aa-IiXiuoa^ ad^So aaoqaXb^




-£5ifi£g*io X>a5^ia*i'X£'"XI®w a aX ^nac’X'raqati gnXX.Ca«saffr^
*'
r* ^ ^ * ,
'*^‘
‘to^.’t'xada adf .aan^rfo nl xllaiJbt^'ia'^anMSi ealaa a noX.}
. i
g'xa«iCd«AfO aTi?di)aqacn.q j£fi« anacioXaito lo aJaXi iadb«a riaaiaelaa
.V
a^a a'la aXXelv -^oinia 0^ v.^j\XdaWtfi»05 doXdw




‘•w • . *. .
X .a^cla^iJT - VX'XJJbaa add -xgI a??fl£d’:>xa nX Y,arre» 'liadd rfdiw. d^aq
li^ ' Qrfw asi^ n© ad dgiai n«« dojsXi’iadai tna i^a^Xand-Xiaw
t- add 1o eeanXaWd add 1:© .WxtnAda'saJbnn a«oa a^Xnppa x-^^^Xx/p nao
P^‘ v^-. ‘




Along with the duty of the sales force to procure
customers and make sales in order to distrioute the issue,
they also have much work that proceeds and follows the writing
up of an order.
"The securities salesman keeps in contact with
buyers of investments. He informs himself of
their investment purposes, needs and preferences
and, from time to time, makes offerings of
suitable securities. As sales are concluded, he
sees to it that his clientele receive the
various kinds of investment service which his
house provides, and tries to leave nothing
undone which will establish a mutually advan-
tageous and lasting relationship between the
customer and the house." (1)
Aid in the selling of the securities, which act as
an auxiliary to the sales department, may come from adver-
tising campaigns, circular letters etc.
"During his selling campaign he usually inserts
advertisements in the leading newspapers and
financial magazines, giving the name of the is-
suing corporation; the size, title, status and
provisions of the issue; a history of the company;
dates of Interest or dividend payment; the price
and denominations in which the securities are
offered; the name and address of the Investment
banker; and generally, a financial statement of
the company's position." (2)
An offer cannot be made by this means of advertise-
ment. A prospectus, which is filed with the Securities Ex-
change Commission, must accompany each offer by the invest-
ment banker.
1. Invest. Bankers Ass. of Am. Toward Careers in Finance, 19^6
2. Charles W. Gerstenberg, Financial Organization and ’'anage-
ment of Business, 19^5, p. 3o5
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’’Distributors of securities are extremely care-
ful to see that every purchaser receives a copy
of the prospectus, for the Securities Act of
1933 specifically provides that it is unlawful
to use the mails or the instruments of trans-
portation in interstate commerce to carry or
transmit any security for the purpose of sale
or delivery unless accompanied or preceded by
a prospectus that meets the requirement of the
Act.” (1)
The salesman of an investment house, therefore, plays
a very important part in securing capital for the financial
executive and in helping the Investor to employ his savings
into sound investments. He furthers progress and directs capi-
tal into productive channels.
C. Trading in Issued Securities
"The definition of the word trading means the
process of trading, or bartering or of exchanging
a commodity. In this case, the commodity is a
bond and the department organized to carry on
this work is the trading department.” (2)
On many houses the trading department assumes sub-
stantial proportions and has an organization of specialized
departments. An investment house may have only one trader, or
it may have one for each class of securities.
The work of the department comprises many different
types of activity. This activity may involve the need of
purchasing originating Issues during the period of distribu-
tion, when the market price of the new issue is lower than the
distribution price. The trader will place a bid in the market
to purchase all securities offered for sale below the Invest-
1. Harry G. Guthmann & Dougall, Corporate Financial Policy, 1940
p. 365
2. Invest. Bankers Ass. of Araer.
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ment house price. This is to prevent the weakening of the
market so it will not interfere with the distribution of the
securities to the general public. Thus, it is the function
of the trading department to execute this order.
In cases where the house does not have certain is-
sues which their clientele might want, the trader, under the
direction of the salesmanager, will go out in the market and
secure these securities. The primary object being to build
customer good will.
Houses may accept marketable securities from cus-
tomers in exchange or as partial payment for new securities.
When this occurs it is the function of the trading department
to dispose of these securities.
Sometimes it is more profitable to secure seasoned
securities from an established market. The trading department
will pick up these securities either in the market or from
institutional investors and resell them at a price sufficient
to make a profitable operation.
Another function, sometimes performed by the trad-
ing department is that of maintaining a secondary market for
issues originally offered by the house.
D. Statistica l Analysis of Securities
The size of the statistical department will vary in
different houses. The main reason being the Importance that
is placed on the use of the department within the house. In
some houses the statistical department is represented only by
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a reference room with files and records available to all other
departments, while in others it is an organized house,
"when a new financing proposal first appears
this department analyzes the company, the
industry and the market for similar securities.
It helps prepare registration statements and
prospectuses, and aids the salesman in answer-
ing questions of prospective clients. It
continually analyzes securities to guide the
trading department; and finally it prepares
special studies and circulars". (1)
The function of an organized statistical department
is that of compiling and analyzing information for all the
various departments of the house. Many contacts are estab-
lished by the statistical department, in answering questions
asked by the investors about their holdings. Some houses ask
the investors to send their holdings in to be analyzed by the
department. The list is studied and suggestions are made and
if holdings are to be changed the suggestions usually pertain
to the Issues sponsored by the house.
The statistical department may aid the buying depart-
ment in the securing of data pertaining to the problems in-
volved in the purchasing of securities. If the buying depart-
ment wishes data on a new business under consideration, a well
organized statistical department will submit all the informa-
tion available and needed.
"For example, if the buying negotiations are
concerned with an enterprise manufacturing auto-
mobile tires and other rubber goods, the depart-
ment may look into markets for raw materials and
1. H. Parker Willis, Investment Banking, 193^, p. 42
Jules I. Bodgen
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finished product, other hazards of the rubber
manufacturing industry, and hazards of the
particular enterprise. Though the seller
furnishes most of such information, the stat-
istician can be corroborative and supplemental,
and at the same time can be formulating the
data into selling representations of facts." (1)
The accurate presentation of this data will help
aid those making the final decision to determine whether to
accept or reject or continue the investigation of the issue
further.
The statistical department is valuable to the sales
deoartment
. He may keep in contact with the developments
affecting the market, and the particular securities the house
is specializing: in at the time in order to aid the salesman
in answering questions from his customers. The statistician
will follow the current financial news and study those securi-
ties held by their customers so that he can help the salesmen
advise those customers.
If the trading department is active in an invest-
ment house, they need the information provided by the statis-
tical department.
"The statistical department's files are fre-
quently very extensive and varied consisting
of clippings, reports and circulars, annual
reports of corporations, government bulletins,
numerous special reports of various private
agencies and other information relative to
various corporations and governments, and of
their securities." (2)
1. Hastln;rs Lyon, Corporations and Their Financing, 1938, p. 4(
2. Invest. Bankers Ass. of Amer.
,
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The department often prepares compact data for
circulars and advertisement.
E. Mechanical Handlin,:: of and Account ing
For the Transactions of the Concern
The investment bank, in addition to the preceding
departments, must maintain departments to provide for the
mechanical handling of securities. Also, an accounting depart-
ment is needed to keep the records of both security and money
transactions
.
One or more departments will be involved in the
mechanical handling of securities. This will involve the
custody and safekeeping of all securities. It will take care
of the handling of coupons anl redemptions. A mailing depart-
ment and listing department may be needed also.
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VI . Types of FInane inc;
”By financing is meant the actual acquiring of
funds with which to procure the necessary pro-
perty, tangible and intangible, and with which
to perfect the organization, start operations,
and keep them going until the business is on a
self-supporting basis." (1)
These funds are secured through different instru-
ments of financing by corporations. These instruments include
secured and unsecured bonds, notes, and various classes of
preferred and common stock. these instruments of financ-
ing are few, there is wide flexibility and variety in their
use
.
Securities may be offered by a going concern in need
of additional capital, or by a newly organized company. A
newly organized company has the disadvantage of not being
known, thus finding it difficult to impress prospective cus-
tomers with its securities. A going concern has established
itself in the money market, making it easier to secure the
needed capital.
Borrowed capital may be for either long-term or
short-term purposes. This type of financing places upon the
company fixed chargee at stated periods with the payment of
the principal at the maturity of the loan.
"If a corporation v/ishes to borrow money and
the loan is large in amount it is usually effected
by means of bonds. These are practically a formal
1. Charles W. G-erstenberg
,
Financial Organization & Management
of Business, 19^5, p.
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series of corporate notes occasionally un-
secured but usually secured by some or all of
the property of the corporation according to
the term of the mortgage or as it is commonly
termed, 'deed of trust'." (1)
Bonds may be used in place of stock to secure these
funds because of the condition of the market. The corporation'
stock may not readily sell and if so, only at a disadvantageous
ly low price.
Even if stock could be sold, bonds may be preferable
for the follov/ing reasons:
"1. To avoid sharing the voting privilege
2. To enlarge the possible sources of funds
3. To lower the cost of funds
4. Trading on the equity." (2)
If a new issue of stock is offered, the existing
stockholders, in order to retain their proportion of voting,
will have to buy accordingly. However, if bonds are issued
the stockholder will continue to have the same voting strength
as before. With the issuance of bonds the corporation acquires
investors who otherwise v/ould not invest in stocks. Often
the sale of bonds can be accomplished much more cheaply than
the sale of stock.
The general objection to bonds is the hazard of
solvency. This is particularly true of industrial concerns.
However, this risk is assumed when the issuance of bonds is
less expensive than that of stock.
1. Hugh R. Conyinsrton, Financing an Enterprise, Vol. 2, 1921,
P. 293
2. Harry Guthmann, Corporate Financial Policy, 1940, p. 113
Herbert E. Dougall
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In addition to the bond there is prepared and
issued an indenture. This indenture is a legal instrument
which is executed by the parties to the contract. In order
to eliminate the embodying of all terms in each bond, a trust
company is named in the indenture, to see that all promises
are fulfilled. This makes the trustee the legal representa-
tive of the bondholder.
The indenture will contain a number of clauses
usually found in such an instrument plus special features
covering the interests of the bondholders.
A. First MortFrap;e Bonds
"A mortgage may be defined as a deed absolute
in form, but subject to defeasance, given to
secure the performance of some act on the part
of the mortgagor, usually his repayment of a
loan made by the mortgagee at the time of
execution and delivery of the mortgage." (1)
In the case of a mortgage bond, a specific piece of
property is pledged for the holder of the bonds of the issuing
company. If the company should default in making either the
interest payments at the stated dates or in repayment of the
principle on maturity, the bondholders, have the right to take
action against the issuing company.
There are many different types of bonds to which
the term "mortgage" is affixed. However, in the true sense,
such bonds are a first mortgage on only a part of the company*
1. Ralph Eastman Badger, Badger on Investment Principles and





f *• * '
~
•'*
tOE ei €»^«dd' £«iSorf 9ziS oj" fli
3/(e«inJafijt airfT .a^yjnaMi ca b©w«*l
nt .Jofi'tifloo ©di o4 e»itT[s<[ ©tC^ omSuotXB at rlt>lrfw
'.Ci
tuj/Tcf i9 .Mod Hi aocTL*^ XXa lo snint*od»© wt^ OJ
u
aaaXtco'iq XX* ©as^eiJ ,#rfiiJH©f5ni hX f>*mji« al ^;,nBq®oo
Sfe-*
>»aJ'fi©a©'XQ,*r‘i' ©dd •©•Jeu^»t ®rij^8«Ml£fi aXxiT .i>©XX iliXtrt 9TS
I*” *^«l)Io4iwjo<^ 9d} Tto «vlX
.‘tr.
aatijUBio io lacsi^iin a nliWifloo £Xi*r •nud^abci ©rfT *x>
a©^Hd^«'X IflXa^a aijXq xn©at«fd»«X a« flx>ua «i fc^ot ^Xlauau
.anatXodMod ©dl *lo ais^^e^ni add ^aX^iavoo




1:0 k>g XyxX*^ .A - ^..
.y'
aXijXoaois i/aafe” a an Jtraflilafc ©d ©j^jiXioa A
od aB\rlQ od ;^e^dt/e .tucf jonol nl
X'xsq oriJ ao ioa aaoa lo •ondf»no1'taci add nuoda
A %o *Xrf \tlais9u ,to3A3^o« *dd lo
lb ©mix ©rid X* ©aa*5d'ioa erid xd atyaffl fi^oX
(X) ** «rfd ’'^o ipcavXXaJb fta* noJdi7oa>rt
,.A
Ic aoiiq olldooqe a ,6riod lo aa*o
8«jLJcai Slid lo ak^iod bdd lo 'i©X.Xc>ri ©fd al 't-^^aqo^q
•rid ‘i©ridl» 3f?XJiBi8 HifcdXA«'i*t'^<-Xyorie xq^qaco ©rid .11
.'{naqaoo
erid lo dn©jA\ac«-i ni 'xc cadsfc d-©d3d 8 orfd da ddH*inxAb da©q#dnX










.^taaq»o© ^iiiaai ©rid deaXa3a;^aoXdda
,
riolriw od afcfl' d lo a©qV dnsri«ll dfe* ©lariJ
'.^-^'4.%
,«sa&? strtd arid Hi .istswvR . boxillA «i ’’•^irsd^oa" cn©d ©rid j
a‘\naq®<53 arid lo J^*q s ^Xflo no ©dftad*ro«n darrll * aitfrod riowa
L:ji* sdXqXofii'rt dHOBdiaviii'no Vaa^ad ne^a*3 dqiafl'.X
. 'e»^X ,q ,e$gX..,a»oJdo.^
-
-X-







assets. A few which are not in the full sense first mortgage
bonds, are refunding bonds, general mortgage bonds, and con-
solidated mortgage bonds.
”How first mortgage bonds are issued, the steps in
the process of making a bond issue;
1. The party chiefly interested in erecting an
office building, for instance, whom we shall call
the borrower, selects a location and sketches
roughly the nature of the building and the approx-
imate amount of his own money he wants to put into
the enterprise, and the amount he wants to borrow
to complete the building.
2. The borrower submits this project to the invest-
ment banker, who studies the proposal from the
standpoint of property values, probable income
and chances of lasting success for the enterprise.
This usually involves a thorough investigation
of such factors as the location, with respect to
shifting population centers, etc., the proportion
of the investment to be made by the borrower to
the amount he seeks to borrow, the market, the
business situation, and many other elements. In
making this investigation the investment banker
employs the services of competent disinterested
appraisers, architects, engineers, contractors,
attorneys, and experts on real estate values and
rental conditions in the locality where it is pro-
posed to erect the building.
The investment banker makes this investigation not
as the agent of the borrower but rather as the
agent of the people who are later to loan their
money to the borrower, for only with this critical
attitude can he discover possible faults in the
plan which might later cause its success to be im-
paired.
At the end of this examination the Investment banke
tells the borrower hov/ much money he can reasonably
expect to borrow and on what terms this capital can
be procured.
3 . If the investment baiiker's report is received
with favor the borrower authorizes the banker to
proceed with making the loan and preparing an
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resenting his indebtedness to the various indi-
viduals who, by purchasing these bonds, provide
money for the loans whose proceeds will complete
the building.
4. The investment banker arranges the details of
the transaction, supervises the terms of the trust
deed by which the bonds are secured, sees that a
suitable trustee is appointed to act for the bond-
holders, has all the necessary documents prepared
in correct legal form, sees that titles are clear,
and arranges for the sale of the bonds.
5. At the time agreed upon the investment banker
provides the funds needed by the borrower, and in
turn is reimbursed through the proceeds of the
sale of the bonds to investors.
6. It will be seen that the success of the invest-
ment banker depends largely upon his judgment
in selecting sound issues and his ability to sell
these issues of bonds in a comparatively short
time to the customers whose confidence he has won
through long years of fair dealing. This confi-
dence of investors is after all the investment
banker's greatest asset, and the longer he is in
business the more careful he will be to protect
this asset of good will by furthering the best
interests of his customers." (1)
B. Debenture Bonds
Debenture bonds are "those securities which are
not secured by any specific pledge of property". (2)
They may be spoken of as plain bonds or general straight
bonds in that they rest upon the general credit of the com-
pany. They have no direct lien on the company's assets. They
are somewhat like promissory notes backed by the issuing com-
pany's general credit.
1. What Your Investment Banker Does For You, 1925 i Pgs. 3“7
2. v/illiam H. Husband, Modern Corporation Finance, 1942, p. 152
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Debenture bonds are especially appealing in corpor-
ate financing because of the absence of a direct lien by the
bondholders. Furthermore, debenture bonds give management
more freedom and permit the sale of bonds with prior liens
in times of emergency. There can be no foreclosure by the
bondholders in case of default bj< the company in interest or
principal payments, because there is nothing to foreclose,
but of course some suitable agreement must be reached with
the debenture holders.
C . Convertible Bonds
Corporations, when in need of funds, can obtain the
highest price possible for their issue of securities by issu-
ing convertible bonds. It is a common practice for corpora-
tions issuing bonds, to have some of them contain the con-
vertible feature. The convertible feature is very attrac-
tive to certain class of investors, who otherwise would not
invest their savings. It makes its strongest aPPeal to the
speculative type of investor.
‘*Any security that can be exchanged for another
type of security issued by the same corporation
is a convertible security. A convertible bond
therefore, is a bond which may be exchanged for
another security, ordinarily the stock of the
Issuing company." (1)
The conversion privilege is usually stated in the
bond contract leaving the conversion privilege optional with
the bondholder.
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Often a company cannot offer, through either its
stock or bonds the three factors desired by purchasers;
adequate income, lack of risk, control. However, the con-
vertible bond seems to come the nearest to these features
than any other type of security.
"When an investor buys a bond convertible into
stock, he gets (1) the certainty of income
characteristic of the bond; (2) the preferred
position of a creditor if the company should
fail; and (3) the chance of sharing in the
profits if the company becomes prosperous,
v;hich chance is the peculiar privilege of the
stockholders." (1)
In the case of industrial concerns, convertible
bonds are rega.rded as a temporary security, the stock into
which the bond is to be converted is considered the final
security. When the concern issues the bonds, the stock to
which it may be converted is authorized in order to assure a
sufficient amount of unissued st ck when conversion takes
place.
The conversion privilege provides many compensating
benefits to the issuing corporation. Usually the corporation
can obtain funds at a lower interest rate. The conversion will
reduce the fixed charges of the concern v/hen the retirement
takes place. Also, when the popularity of stock is low on the
market, the prices of the bond will usually be equivalent to
that of stocks In good times.
1. Charles V/. Cerstenberg
,
Financial ri-canlzatlon & Management
of Business, 19^5, p. 246
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"The advantage of convertible bonds over stock
is that, in a declining market, the bonds will
not fall belov/ their investment value as straight
bonds, whereas the stock, not having that intrin-
sic strength, may fall to an extremely low level.
In an advancing market, the bonds will advance
fully proportionate to the stock after the con-
version parity has been passed." (1)
D . Income Bonds
While income bonds are bonds in name, and at law,
they somewhat follow the characteristics of preferred stocks.
The income bond in most cases is a promise to pay the holder
a definite sum of money at a specified time.
The income bond is an interest-bearing security.
The interest is paid the bondholders when it is earned by the
corporation. It may be cumulative or non-cumulative . Usually
the investment contract of the bond provides that no dividends
shall be paid to stockholders until the bondholders, for the
same period, have received their full interest.
Unlike stock, these bonds have a maturity date.
They may also have a mortgage lien v/hich is usually a junior
lien. The only advantage of this is that in case of default
in principle at maturity or in the case of insolvency, the
mortgage lien will determine its rank among the creditors and
those of Junior issues.
"Perhaps the chief difference in practice be-
tv;een the Income bond and the preferred stock
is that the indenture of the farmer is usually
drawn so strictly that directors are required
to declare an Interest payment whenever earnings
1. David T. Jordan, Jordan on Investments, 19"'^6, p. 31
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are shown, while the declaration of preferred
dividends lies within the discretion of the
board." (1)
This type of bond is usually offered in time of
failure and reorganization. The corporation wishes to make
up for the past losses and therefore permit the investors
to share in future gains. Thus, such bonds have been called
adjustment and preference bon^s.
E. Direct Loans by Insurance Company
The insurance companies are leaders in this field.
Their loans are made direct to industrial concerns on improved
non-industrial real estate and on industrial property. The
restrictions involved will vary depending upon the type of
business
.
To interest the life insurance companies, the loan
will have to be a sizable amount and for a period of time from
five to fifteen years or longer.
"To be eligible for one of these loans, the
value of your plant and machinery, land and
buildings, must be at least double the amount
to be borrov;ed. Your net earnings for the
past five years must average one and one-half
times the annual requirements of the loan,
v/hich include both interest and a reduction of
the principle. ^rthermore, the net earnings
for the past twelve months must not fall below
one and one-half times the annual requirements.
Net earnings, as defined by insurance com-
panies, consist of the amount left over after
deducting taxes and ordinary depreciation
from net operating profits. These deductions
do not include interest on mortgages, nor any
1. V/illiam Hurd Hillyer, Keys to Busines Cash, 1942, p. l6
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other kind of outlay which will be replaced by
the insurance loan." (1)
F. Direct Loans from Golleg;e Endowment Funds
Colleges found it necessary to seek for greater
income for two reasons: (1) The low rate of return from in-
vestment bonds in their endowment funds. (2) Mounting ex-
penses due to salary increases and material costs. Thus,
college endowment fund managers v/ere forced to seek other
means of income v;ithout over-concentrating in preferred and
common stocks.
At the same time, certain industries found it neces-
sary to arrive at a quick way of getting working capital with-
out going into debt. A happy common meeting ground was found.
The corporations were able to sell some of their property to
college endov/ment funds giving the colleges an excellent in-
vestment in buildings. These buildings carried attractive
long-term leases providing steady income. This was done by
certain department stores and variety chains. Thus, their
store buildings were owned by a single college endowment fund.
The colleges were assured of above average income from their
endowment funi investments. Furthermore, many of these leases
are on a percentage of gross sales. This percentage basis
gives the college endowment fund a chance for more income. It
also might be said that very few colleges would foreclose on
such property. This gives the corporation a chance to work out
of any tight financial plight.
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VII. Type s of Financin'; - Continued.
"Financing by means of stock is simply arranging
to operate a business on permanently owned capi-
tal invested by interested parties who, by virtue
of their investments, become the owners of the
business." (1)
When the company sells stock, the stockholders are
given certificates of stock designating the number of shares
purchased. This is evidence of the purchasers ownership in
the company.
There are many important features affecting the
corporation involved in issuing stock. The sale of stock
provides the corporation with permanently owned capital, which
can be used at the discretion of management. Such stocks as
common stock with or without par value, or voting or non-
voting may be the type of stock the corporation may wish to
issue under certain circumstances; whereas, other corporations
may issue preferred stocks v/ith or without rights of prefer-
ence to assets, cumulative or non-cumulat ive
,
first or second
preferred, non-participating or participating. These stocks
represent only a few of the many classes of stock which have
been developed.
The different types of stocks have various charac-
teristics and will interest different types of Investors.
Those Investors who are Interested chiefly in safety and steady
Income will choose only those stocks of high Investment rating.
1. Joseph Howard Bonneville, Organlzlno: 4 Financing Business
Lloyd Ellis Dewey 19^5, P. £7
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Investors \iho are interested in greater income, possibly with
some speculative feature, will seek a lower grade of stock,
such as a second preferred. Finally, there are those who
want mainly larger price appreciation. They pick the more
speculative type of common stock.
A. Preferred Sto ck
"Preferred stock is stock which, while it pos-
sesses the same rights and privileges as com-
mon stocK, has in addition certain more or less
valuable and desirable preferences." (1)
This class of stock, like common, evidences owner-
ship and has the right to participate in the earnings and
management of the corporation.
Preferred stocks are purchased mostly by individ-
uals, the reason being that preferred stocks in many cases are
not permissable for purchase by regulated institutional in-
vestors. Hillyer says,
"for a preferred stock issue, regardless of size,
the prime requisite is a fine record of net
earnings. Unless you can show, for the past
three to five years net earnings amounting to at
least double the dividend requirements on the
proposed issue, you should not consider this
method". (2)
There are various reasons for the issuance and ex-
istence of preferred stocks in An.erican finance. The issuance
should be justifiable, for the cost is comparatively high
through this channel. The following are the reasons stated
1. Joseph Hov/ari Bonneville, Organizing & Financing Business
Lloyd Ellis Dewey 19^5, P* 89
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by Husband ,q.nd Dockeray,
"1. Necessity - a substitute for bonds. Finan-
cial conditions may preclude the issuance of
high-grade bonds, but may be satisfactory for
the sale of preferred stock. More specifically,
the earnings of a particular company may not be
sufficiently stable to meet the fixed charges
on bonds, but the average return may justify
the use of preferred stock,
2. Reorganization issue. Preferred stock,
particularly of the non-cumulative variety, has
been utilized as a means of satisfying Junior
bondholders' demands in a reorganization program.
3. Protection of control. Preferred stock is
not only a convenient alternative for the raising
of capital but it may also be favored for reasons
of control. Preferred stock usually has limited
voting rights, but seldom has authority to vote
on operating policies. By usin/?, stock of the
preferred type, controlling interests may con-
tinue their positions without further investment.
4. Market conditions. Money market conditions
occasionally make it desirable to float pre-
ferred stock in preference to common stock. (1)
One of the main disadvantages from the corporation's
standpoint is that dividends payable on preferred stock are
higher than the interest payable on a bond issue. If the
dividends on the preferred stock of a corporation are not paid
v.'ithin a certain time after they are due, the preferred stock-
holders acquire voting rights to elect a certain number of di-
rectors and thus participate in the management of the corpora-
tion.
The preferred stockholders have no direct lien on
the assets of the corporation. Only after all prior claims
1. William F. Husband, Modern Corporation Finance, 19^2, p. 74
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have been paid will the preferred stockholders receive a pay-
ment in liquidation.
1. First and Second Preferred Stocks - Preferred
stocks may be classified, in some respects like bonds, as to
their priority. Corporations may issue first and/or second
preferred stocks. The first preferred stock has a claim on
dividends and assets in case of dissolution. The second pre-
ferred stock coming next is a Junior issue to the first pre-
ferred ,
Being preferred as to dividends means that if any
stock is to receive dividends out of the earnings, the stock
designated as first preferred will receive the payment before
any other class of preferred stock. Being preferred as to
assets means that in case of dissolution of the corporation
the first preferred holders will participate first, with the
second preferred coming next, and so on.
2, Convertible Preferred - A class of stock issued
by a corporation may be one with the convertible feature. Such
stock may permit the holder to convert his stock into common.
Such conversion is always at the option of the stockholder.
The certificate of incorporation may state that the conversion
be done within a specified time, but within this time the
stockholder may convert at his pleasure.
As in the case of convertible bonds, where they may
be convertible into common stocks, so may the preferred stock
have a conversion feature. To the investor the convertible
preferred is advantageous, giving the Investor preference as
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to dividends when earnings are low and when the corporation
becomes successful, the conversion feature allows the holder
to convert his stock into common in order to participate in
the large returns.
After the conversion has taken place the stockholder
has given up any right to reclaim his original security and
therefore cannot reconvert the stock to what he had before.
Since this type of stock favors the investor, it is
unfavorable to the corporation. The reason being that the
earnings have to be spread over a greater number, of shares,
due to the Issuing of stock to the converting security holders.
Therefore, it is usually issued by those corporations with weak
credit standing at the time of financing.
3. Participating^' Preferred - Participating preferred
stock gives the holder the right to participate in the earnings
of the company over and above the specified rate of dividend.
This, of course^ is valuable to the preferred Investor, but to
the common investment holder it reduces his chance of extra
dividends
.
This type of stock is ideal for the investor. The
holder has priority over the common stock and in times of un-
usual earnings, he is allowed to participate further. Such
as is the case where the holder participates in earnings after
both his preferred stock and the common stock have received
stated dividends.
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As in the case of convertible preferred stock, so
it is with participating preferred stock, the corporation
finds it to be a non-desirable issue. The desirable feature
from the standpoint of the corporation in the issuance of such
a security is to offset the low credit of the company.
Not all securities such as participating preferred
are issued by companies of weak credit standing. These stocks
may be issued because of the newness of the corporation and
because of the prevailing market conditions at the time of
issuance
,
"The methods of participation are generally known
as participating simply, participating immediately,
participating specially.
Simple participating or ordinary participation is
an arrangement whereby preferred stock is the
first, up to the specified rate, to receive its
dividends; after that, common stock will be paid
dividends as far as possible up to and including
the same rate that the preferred has received;
and if, after having paid both the preferred and
the common the same rate of dividend, thereby
anything left of the total amount declared as
dividend, it is shared or participated in by
both the preferred and common alike. Just as
though they were only one class.
Participating Immediately is when the arrangement
for apportioning the dividend among the classes
of stock provides that the preferred stock is the
first to receive dividends up to the specified
rate and that immediately thereafter, without first
giving the common stock a dividend payment at the
same rate, all the remainder of the dividend money
is allotted to all stock alike, regardless of
1. Ralph Eastman Badger, Investment Principles & Practices, 19'^!
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whether it be preferred or common.
Participating specially - Any and all methods
of participation other than simple participa-
tion and imii'.ediate participation are generally
grouped under the name special participation.
The number of methods of participation is lim-
ited only by the ingenuity of the company or-
ganizers. It is possible for instance to have
the preferred get 6 per cent, then the common
6 per cent, then the preferred all the remain-
ders; or the preferred 6 per cent, then the com-
mon 6 per cent, then the preferred 4 per cent,
then the common 2 per cent, then the remainder
pro rata." (1)
4. Income Preferred . This type of preferred stock
is only one step removed from a common stock. It is used by
corporations which do not have the highest type of credit
rating and also by new corporations. Many times it also
evolves from a recapitalization or refinancing.
In most cases there is an upper limit as to the
amount of the total dividend payable in any one year. For ex-
ample, the stock might be called as income preferred. This
means that if is earned on the stock, the owners of the
stock would expect to receive the full 5^ as a dividend. If,
as for instance, earnings fall off in a year of declining
business volume, then maybe only 1% would be earned on the in-
come preferred. In such an event, only 1% would be payable as
a dividend to the owners of the stock. Income preferred stocks
usually have call features the same as regular preferred stocks.
Thus, in short, it is really only in the dividend feature, that
1. Joseph Howard Bonneville, Organizing & Financing Business,
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B. Common Stock
"Common stockholders are the residual claimants
against the assets and income of the corpora-
tion. " (1)
Common stockholders are entitled to all assets that
are left after all prior claims have been satisfied.
"In many ways, common stock constitutes an ideal
source of funds for the corporation. The reasons
for this may be as follows:
1. Absence of fixed charges. Common stock is
admirably adapted to meet changing business con-
ditions. If business is depressed and the earn-
ings of a corporation are lowered materially,
sound financial policy may require the passing
of dividends. Default of interest on bonds
would precipitate failure, but the omission of
dividends has no such serious consequences. As
a result, stocks provide a cushion of safety
against temporary unfavorable developments.
2. Improved credit standing. Extensive use of
common stock to raise capital also Improves the
credit position of the corporation. Automat-
ically the enlargement of the residual equity in-
creases the base of credit operation.
3. More economical financing. On occasions it
is cheaper to finance with comraon stock than
with b onds . " (2)
The issuance of common stock by corporations may not
be desirable due to various circumstances. The market for com-
mon stocks may be unduly depressed at the time. There are a
large number of investors who will not buy common stocks at
certain times during the business cycle regardless of the yield
or earnings. Also, the sale of the stock may bo restricted to
1. Henry E. Hoagland, Corporation Finance, 1933 » P* 39
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a local area because of the restricted area or market served
by the corporation. If more common stock is issued, those
who have control might not have sufficient funds to purchase
enough stock to maintain their control. Furthermore, the in-
crease in common stock might temporarily reduce the earnings
per share down to only a nominal amount.
C. Short Term Borrowing;
While every corporation must have stock and must do
its fundamental financing by means of the owned funds con-
tributed by the stockholders, there is practically no corpora-
tion which finances by stock exclusively. Every business
finds it necessary to borrow occasionally for short periods.
"There is no method of raising funds which is
cheaper than borrowing. A corporation should
borrow as much as it can within the limits of
safety, if it can use this capital to advan-
tage." (1)
Short-term financing is represented chiefly by short
time bank loans, comir,ercial paper, and acceptances. While the
methods of financing by short-term are few, they provide
flexibility and wide variation.
"The great advantages of borrowing are economy and
convenience." (2) When the return on borrowed capital be-
comes greater than the interest, borrowed capital becomes
profitable. Thus the owners receive a higher return than when
borrowing is not resorted to.
1. Robert H. Montgomery, Financial Handbook, 1925, p. 568
2. Ibid p. 568
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Many specialists in this field advise borrowing for
short-term requirements only for the purpose of meeting emer-
gency or seasonal needs or of taking advantage of cash dis-
counts .
Borrowing for short-term requirements can be done
by many different methods which will be seen in the follow-
ing discussion.
1. Unsecured Bank Loans - One of the most common
methods is the discounting of the concern's promissory note
or notes at one or more banks. These are unsecured demand
loans or secured time loans with a definite date of maturity
ranging from one month to one year.
"It has been variously estimated that from 60
to 70 percent of bank loans are unsecured; no
collateral is deposited with the banks; and
such loans are made with no other security than
the general credit of the borrower, which is
pledged when the promissory note is signed." (1)
Banks have found that loans can be made safely with-
out security, when the proper investigation has been made.
These notes are a direct obligation of the company.
This method of financing short-term requirements is usually the
most satisfactory when the firm's financial condition is sound
and the character of management is high.
"Good banking is not pawnbroking or collateral
lending but is the recognition or cashing of
current titles based on values growing out of
ordinary trade and unaccompanied by detailed or
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particular evidence of ownership of goods." (1)
2. Sale of Promissory No tes - Sometimes companies
receive promissory notes from their customers in settlement
of accounts, whereby if funds are needed, such notes may be
endorsed and discounted with the bank, the company receiving
cash or credit for the face value of the note less the discount.
These notes are usually unsecured and recognized by
the term commercial paper.
3. Discounting: Trade and Banker* s Acceptance -
"The trade acceptance has been defined as a time
draft drawn by the seller of merchandise on the
buyer for the purchase price of the goods and
accepted by the buyer, payable on a certain date,
at a certain place designated on its face." (2)
It is generally used where terms are medium to long,
with the total amount considerably large.
"The customary procedure in connection with the
use of the trade acceptance is as follows: When
rendering an invoice for the purchase of merchan-
dise, if the amount is reasonably large, the
seller will accompany the invoice with a trade
acceptance form filled out for the amount due,
or if the buyer purchases several bills of
small amounts during the month, the seller will
accompany the monthly statement with a trade
acceptance form filled out for the total amount
due. The buyer has the option of either paying
the bill, deducting the cash discount if such
is allowed, or he may accept the trade acceptance
by writing acroos its face the date and the words
'accepted payable at...' signing it, and returning
it to the seller." (3)
1. Joseph Howard Bonneville, Organizing & Financing Business,
Lloyd Ellis Dewey 19^5 , p. 259
2. W. J. Donald, Handbood of Bus. Administration, 193-^-» P* ^35
3. Ibid p. 455-456
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Now if the company is in need of funds, instead of
waiting for the money, they may discount a number of trade
acceptances at the bank. They may also discount them to com-
mercial houses or brokers. As a result the company may real-
ize on funds which otherwise would have been tied up in the
book accounts.
"The bank acceptance is merely a time draft
drawn against a bank and accepted by the latter
by stamping the word 'accepted', the date, and




4. Loans Secured by Stock Market Collate ral - If a
corporation is in need of more funds than available to them
by banks on an unsecured basis, they may obtain these funds by
giving stocks for collateral. These concerns have in their
portfolios, stocks and bonds, which they can persuade banks to
take as collateral for a loan above that which they are en-
titled to on an unsecured basis.
5. Commod i ty Loans - At times funds may be obtained
by pledging comn-'Odities as collateral for loans. Therefore,
corporations can obtain larger loans than its own financial
standing and credit rating would otherwise entitle it on an
unsecured basis.
The goods used as collateral are placed in a public
warehouse, with the owner obtaining warehouse receipts cover-
ing these items. The owner of these receipts may then borrow
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6. Assip;nment of Receivables - This method is used
to postpone financial insolvency. The necessary funds are
secured by selling the company's open book accounts.
These loans are secured mostly from finance com-
panies, who charge a higher rate of interest than the cus-
tomary rate of that of commercial banks.
7. Miscellaneous Methods of Short-term Borrowing -
Installment transactions is another method also carried out
through finance companies.
"Other methods of raising short-term funds
which are occasionally employed are the follow-
ing: loans secured by real estate and other
property, loans on insurance policies, and
character loans." (1)
1. W. J. Donald Handbook of Bus. Administration, 193-L,p. ^6l
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VIII. Case History of a Recent Financing; by
Investment Bankers
Main street, U.S.A. is really the financial back-
bone of going industrial concerns. People in all walks of
life purchase stocks which provide money to build new plants,
develop new processes and create new Jobs.
The following is a case of hov/ a recent Dow Stock
issue was planned and sold. On July 30
,
19^7 , an Important
business transaction was reported in the financial pages of
the nation's newspapers.
The announcement was that the Dow Chemical Company,
of Midland, Michigan, had increased its working capital by
the sale of some 400,000 shares of new stock. This transaction
was put down in record books as one of the fastest sales of
stock.
That same day a New York investment banking firm.
Smith, Barney and Co., handed over a check for ^40,200,000.00
to Earl W. Bennett, vice-president and treasurer of the Dow
Company. The whole affair took place without a fanfare, much
in the same manner as a merchant would accept a check from a
purchaser.
Thus the disposing of the 400,000 shares was the res-
ponsibility of the investment bankers. It was their function
to dispose of these stocks to Investors throughout the country.
As far as Mr. Bennett was concerned he had the money and could
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plant additions, new jobs, new products developed and put into
production.
In addition, the money represented thousands of new
stockholders in the Dow Chemical Company. These investors
were persons in towns, cities and farms all over the nation,
who put their savings in Dow stock because of its excellent
future
.
This transaction was not brought about by borrow-
ing or through a banker's loan, but through a simple opera-
tion by the investment firm. This operation was completed t>y
Dow's receiving a forty million dollar check.
Investment banking concerns simply purchase securi-
ties from corporations like Dow and then sell them to the
public. They are aware of the market conditions and maintain
contacts throughout the financial world.
The purchase of a stock issue requires the middle-
man or underwriter to perform certain functions. Ke must
raise as much money for the company as needed by purchasing
the security at a fair price. He must determine at what price
the security will be attractive to investors. He must also
assume the responsibility of purchasing a security, at a
guaranteed fixed price to the company.
The acqalsltlon of ‘^40,200,000 by Dow in July proba-
bly got under way six months earlier. At that time the Dow
Chemical Company approached the Investment banker and told him
that it needed funds to carry out some plans.













'^n 1o afcc#ei;orf;r .ficl4ibr>B rtl
•• f*
e’toise^vfli .v^*i®<50 l*otJBBdO ^oO nl tT;»fcXccbfoo^e
(aoXJAO 'r^vc ilfl «iU't*'l t€is' ,intvoX 0I enoeTt^qf
/• • •
jfl#iI»OAe eJX to auBO#<f Jtoo-is v«iC nl «3filviia »tuq criw
:





-wcTTod ^cf iiiOdA ^dj^<yid Son bjbw nolSosiBf^JtiS dJitff . ' .; v
C'
.“»*i0i5c- •iqjsXii a'i^suo’xrlJ ^nfiQX 8*Tr#Xa/sd 8 rf£*4JOT[43 *10 gnl
X*c[ BBw nctJE^r^^io eX<1T ^J^n®taja8vni 8rf«) notS
T
.jioorfo 'lalXot a^tiiim. \S*tot & jviivitoirt a*woa
-ItLO®* •ajulo^iKi XXcyaie ecrraoaco $ni^acf 8vnl













flX-Bjniiwi baa niK i^Xbaco 3-»>.Tsfi *0^ •ibwa .allauq
.5i^ow ijiloiiJUtlt BdS SbOd^cnAS eSoASnOQ
’.1 ,d
-elbbia B£iS ea^liip®^ ,
*
losasaxio'XjWq »rfT









s'jt'zti SstiM Ss sntansSBb Sbumi «H .•oi'iq iIbI £ 4 b. \y ntroBa sdS
lautt «H •s’^osbbvhI OS 9vrtsosn.SSs Bd LLlv X'^XTuoaa arfi
-jg- ,ta
,







*X!t£Oa»co sdiS OS aoXTfq baril bssSnsnJiU^






woe. 9iis Bulls SsdS SI »rt4noa tXs it03 X-W











This resulted in determining the best method of
raising the money. z\lso a comprehensive study of the general
Industrial picutre and Dow*s position within the industry had
to be prepared.
At the time it was advisable to avoid added debt
through borrowing which could have been done from either banks
or insurance companies. Since it was a sound business policy
to avoid too
I
large a debt, it was decided that the issuance of
new stock would best serve Dow’s needs. The company had many
types of stocks to choose from, but in the preceding years the
fashion had been to issue a preferred stock that is convertible
into common stock.
It was finally decided by Dov: and the underwriter,
after thorough investigation into the situation, that Dow
would issue 400,000 shares of convertible preferred stock. The
prime underwiriter together with other underwriters bought the
shares at $100.50 a share. Thus, Dow received $40,200,000 on
the transactions. The underwriters then sold the stock to the
public at $102.50 a share.
This $2.00 a share spread had to cover distribution
and selling costs, legal fees, advertising, printing and other
numerous expenses. Dealers were to receive a commission of
$1.00 a share on any sales anl a further 25i^ to dealers who
resold to brokers.
However, much detail work had to be done before the
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ment had to be filed with the Securities and Exchange Com-
mission. Necessary contracts and a Prospectus, outlining the
company’s history and earnings record had to be prepared.
The standing of the Dow Company in the chemical
industry practically assured ready sale of the stock to the
investing public.
Prospective purchasers were from all walks of life;
farmers, merchants, doctors, business men, and so on. Also
the risk of distribution was spread among these 13^ under-
writers.
The date of sale to the public was set for July 23»
At this time the entire issue of 400,000 shares was purchased
in a matter of two hours.
The corporation usually receives payment four or
five days after th^ stock has been marketed. During this
time the underwriters send in their checks to the prime under-
writer in payment for the shares they have underwritten. Thus
it was on July J>C that Mr. Bennett was handed the -$40,200,000.00
check.
Thus on July 30, the Dow Chemical Company received
this substantial sum with which to expand and diversify.
The months of planning and preparation that preceded
the actual sale will fade in the background while the benefits
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IX. Conclusion - Future Trend s of Flnanclr^
A. Importance of the Bus ineas Cycle
Financial management must recognize with alertness
the conditions occuring in husines cycles. They must also
recognize the direction and probable duration of such changes.
In connection with the cyclical movements of busi-
ness, the businessman must determine his buying and selling
policies in relation to the need for funds. He must determine
at which time the funds should be raised and the kinds of obli-
gations to incur at different stages of the cycle. Another
problem in connection with cycles is that of credit and col-
lection policies.
When business ir booming and people are optimistic,
the corporations find it the best time to raise funds. This
usually occurs toward the end of the period of prosperity.
However, at the time, it is wise to put on the brakes.
The following procedure might be used by corporations
in taking advantage of the business cycle. With beginning of
the period of depression, the Interest rates are low and the
banks have ample cash for loans. At this time the business
man is usually making plans for sales and inventories. Also,
plana for acquiring new equipment are made in order to capital-
ize on the coming period of activity. At this time prices are
low and business la dull in the construction field. Contracts
for equipment and construction can therefore be made to advan-
tage. Financial management can borrow and buy on credit with-
2& S£S^S^ - ficli^ijXoaoO .XI
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out much trouble in this period of expansion. As business
begins to increase in activity with the period of prosperity
coming into effect, the management may sell their securities
at good prices and may pay off their loans. With this capi-
tal, the corporation is then in a strong position to start
the next cycle with good credit standing on which the proce-
dure is predicated.
The issuance of securities should be considered
when analyzing cycles. At the beginning of a long period of
rising prices, the company may sell long-term low interest
bearing bonds. At the beginning of a long period of price de-
cline, bonds should be made short-term, or redeemable, or the
company should sell stock.
The same m.ay be considered for major and minor cy-
cles of business activity. If funds are to be raised at the
end of depression and at the beginning of expansion through
the sale of securities, bonds or short-term notes may be used.
These may be refunded into stock as the business cycle enters
the period of prosperity and many companies start increasing
their dividend payments. If the bonds are made convertible,
this refunding takes place automatically with the increase in
the dividend rate which enhances the market price of the stock.
E. Future Taxation Trends
All corporations will be affected by the general
overhauling of tax laws that is being planned.
Broad new tax cuts have already been passed and other
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changes are being proposed and considered by the House Ways and
Keans Committee for future action.
Corporations received a tax cut that started on 1946
income with repeal of the wartime excess-profits tax and a
slight decrease in normal rates.
The feeling is that business income is almost sure
to gain some tax relief in the future. Cuts in business taxes
are urged in order to expand existing business and to start
new enterprises. It is a means to increasing incentive.
There is some support for Congress to wipe out all
corporate taxes and have the stockholders pay individual in-
come taxes on distributed corporate earnings.
Thus double taxation of corporate earnings is being
considered in light that it be reduced or eliminated in some
other way. Under present law the corporate dividends are taxed
twice. Once when they are reported as profits by the corpora-
tion and again when stockholders report dividends as individual
income. The Treasury proposes to allow corporations to take a
tax deduction for the dividends they declare. Another is to
give stockholders credit for the tax paid by corporations in
which they hold shares.
Depreciation allowances are to be considered in order
to stimulate business expansion and Improvements. Under pre-
sent laws, tax allowances for depreciation are based on orig-
inal costs of business equipment. It is felt that depreci-
ation allowances are not enough to cover the cost of replacing
T'm
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equipment at present high prices.
One of Congress's toughest tax problems is that of
capital gains tax. There are demands both to tighten this
tax and to v/ipe it out
.
Members of Congress and the Treasury are favoring
the revision of the present stock-option ruling. The Treasury
now holds that the difference between the market value of a
stock a.nd the price at which it is sold to a company officer
or employee under a stock option is taxable income. There is
hope that a revision v/ill be made of this ruling.
Consideration will be given to the tightening of
the present law involving estate and gift taxes.
As can be seen by the preceding examples, the tax
trend is downward. This is expected to continue for several
years
.
Congress feels that the time has come to start making
the chjinges that tax authorities have been talking about for
years. The tax revision program can be undertaken more readily
in a period of declining taxes than in a period of increasing
taxes
This trend towards tax reduction should enable corpo-
rations to obtain new funds more readily and help investment
bankers raise such funds quicker.
C. Possible Government Control of Interest Rates
For the first time in history, the Federal Govern-
ment, during World War II attempted to control the movements
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of Interest rates. In prior periods of national emergency
either due to v/ar or depression, pressure was brought to bear
on interest rates, but no direct control was attempted.
The success of the control movement during World
War II was clearly evident. The Federal Government was practi-
cally forced into such rigid control by the vast amount of
money it needed to borrow to finance the tremendous armament
program.
Once control is obtained it is very difficult for
the Governruent to let go and it is equally hard for private
banking to again take over. From the action on the part of
the government since the end of V/orld War II, it rather looks
as though the Government does not want to release control of
Interest rates. Huge sums of refinancing must be done over
coming years with United States Government bonds. With this
financing facing government fiscal planners, making money rates
seek their own normal level might be very embarrassing on the
part of the government and cause grave concern to the banking
fraternity
.
In spite of all this, it looks now as though the
Investment Bankir^ business must plan to operate under more or
less control of Interest rates on the part of the government.
This could last for as long as ten years.
This means, that on future financing of American
industry somewhat lower interest rates will prevail than would
ordinarily exist due to this government Influence and control.
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Higher interest rates are bound to come. In fact, they have
already started to edge higher with definite assistance being
given by the government. Many feel that a top of around
may have to be paid before many years roll by for longer term
government bond issues. This means that investment bankers,
may well be issuing industrial bonds to yield almost 5^ and
public utility issues from k% to What railroad issues
will come out will probably be on a 4t^ to 5fo basis, depend-
ing largely of course on the nature of the issue and the rail-
road involved.
D. Popularity Trends
The stock prices of today are staying down while
everything else continues its spiral upward. In the midst of
the greatest boom in United States history, the stock market
stayed in the doldrums for many months after September, 1946.
Records have been smashed in the p^st year. Pro-
fits are the greatest on record and dividend payments in 1947
set a new high level. More products are being produced and
sold than ever before. But people with money are cautious
about placing their funds in corporate stocks.
The corporations are in need of very large amounts
of new capital to expand production and to improve present
facilities for doing business.
A major source of this capital is through the sale
of stock, which at present is very difficult to tap. The
Securities Exchange Commission show that ^7,000,000,000 in
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corpora^te stock issues, which were filed for approval, have
heen withdrawn because of unfavorable market conditions.
Others that were being planned, were not even submitted.
Total issues of new securities in 19*^7 amounted to
,700 ,000 ,000
,
biggest year since 1929 and §2,300,000,000
more than securities issued in 1946. As is seen, capital has
not been exhausted, but it also can be seen that capital is
not anxious to take today's risks in common stock.
Stocks issued by corporations amounted to
§1,200,000,000 in 1947, a decline of §300,000,000 from that
of 1946. Thus, financing by corporations through stocks is
becoming less and less easy in that investors are preferring
securities that carry specific and fixed promises to pay
over issues whose dividends depend upon profits. Stocks to-
day are selling at prices that yield 5.4 per cent. Even with
this yield, many stocks fail to attract buyers. As can be
seen. Inflation does not hold true with the stock market.
Corporations are finding it difficult to raise
money for expansion especially at a time when the need for
large capacity is great.
Corporation bonds floated during 1947 totaled
$3,300,000,000, a record gain of $1,300,000,000 over 1946.
Bank loans in 1947 Jumped $7,000,000,000 to reach
a record of $42,600,000,000. As a result, commercial banks
have become a major source of new money for United States
business enterprise, thus making them a more important source
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than the security market.
Insurance companies have been another important
source of finance to American industry.
Business investment in plant, equipment, and in-
ventory in 1947 is estimated at ^25,000,000,000. Most of
this came from undistributed earnings. New money raised in
1947 in the investment markets provided only a sixth of the
total funds required by business.
Corporations are finding out that new money is
becoming more difficult to acquire. Banks and insurance
companies are tightening their terms and are more cautious
in advancing loans. Corporations have drawn heavily on cash
reserves and cannot get all the money they need from retained
earnings
.
Bond prices have declined, raising the average
interest yield from 2.4 per cent in 1946 to 3*13 Per cent
late in 1947, making new issues carry higher interest rates.
It can be seen that sources of new capital funds
show signs of shrinking. Corporations are coming to the
place where they will have to postpone plans of expansion and
so on because of the difficulty of obtaining funds at terms
they would like.
The causes of the sluggishness of Investment are
bound to be many, the major factor being that of uncertainty
concerning the business outlook. Some hold that the present
inflation period will lead to trouble and during this trouble
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they can pick up securities at lower prices.
Investment money, as a result of this uncertainty,
is going into channels of savings hanks, building and loan
societies and other investment istitutions.
Investors are wary of expansion. When large ex-
pansion programs are announced by corporations, their stock
tends to go downwar-d in price.
With the break-even point higher in corporations,
investors are afraid of losses as a result of a moderately
downward adjustment in output.
speculation in securities is low, which also tends
to weaken the market. Credit for speculation in stocks is
harder to obtain, which also lessens speculation.
Taxes are also involved in the discouragement of
individuals to invest their savings. Income taxes are high,
leaving less money after expenses for saving and investments.
Corporate taxes are another factor which depresses the market
with double taxation furthering discouragement.
As can be seen the issuance of securities by corpora-
tions to obtain more funds is becoming more difficult and the
borrowing of funds is being somewhat restricted. Investors
are requiring more safety with somewhat of a steady Income,
thus making the financing of corporations more difficult. (1)
1. The figures for this section were taken from
United States News, January 23 » 19^6
"Sluggish Stock Warket - Why"
Reported by New York and Philadelphia, p. 40-41
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E. Growth Factor of American Industries
Generally speaking any company or industry with
prospects of expansion is labeled as a growth company. Ano-
ther definition is those companies whose earnings move fon^rard
from cycle to cycle.
Growth securities always prove attractive to in-
vestors because of their long-term profit possibilities. The
returns from such companies may change from an initial modest
increment to an ultimate vast outpouring of wealth.
The field where growth companies are most likely to
be found is generally in the rjynamic industries.
The major dynamic industry is the chemical industry,
the reason being its close relationship to ever- expanding
industrial economy. Another field is the petroleum industry,
in which oil has become the wheelhorse of industrial progress.
Broadly, the machine Industry is another source of growth com-
panies, since machines of every type are needed in our standard
of living.
There are many other dynamic fields which can be
searched for real growth potentials.
In the case of dynamic industries the current trend
is toward common stock financing. Tlie growth trend provides
tremendous appreciation possibility and the common stuck offers
the best means for obtaining such appreciation. It is also
in the future growth of industries that the Investment banker
will play a vital role.
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F. Forelp;n Market s for Capital
It is a well known adage in economic circles that
af foreign trade goes so go the profit and loss statements of
American industries. We can make a fair profit or return on
capital within our own country, but the foreign markets are
needed for those extra profits, which in turn help many a
business through hard times.
Thus, there is a great future in foreign markets
for American capital investment bankers already know and
realize this. It may take some considerable length of time
before these markets can be opened and the actual Issues lined
up, but open up they will and when they do the Investment Bank-
ing business will gain impetus.
It is argued by some that if foreign nations build
up industrial machines it is harmful to our own American busi-
ness volume. This is only partially true. Certain specific
industries might be hurt to a marked degree and others only
slightly. But it is on the building up of these foreign in-
dustries that the real future growth and the sizable profits
of American industry depend.
Already South America has become a good customer
for American capital. Within the next ten years, this large
continent to our south, with so many natural resources which
we so badly will need in the future, should become a tremen-
dous customer of Investment Bankers.
After the Marshall Plan is completed, the European
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Continent also should open up vast new financing proposals,
to say nothing of the Far East.
True, ventures in foreign countries, Particularly
those involving large amounts of capital are hazardous at
best, but vast sums were made in the early days of this nation
by English financeers with risk capital and a sound vision.
The same can be accomplished by the Investment Banking in-
dustry if it continues to have the sound vision it has shown
in the past. In foreign markets for capital lies the real
expansion possibilities for the industry.
G-. Basic Soundness of American Banking; Business
Our general economic life is not complete without
the investment banker. His importance is vital, as can be
be seen by the responsibility that rests with him. He helps
in the expansion of business and aids people to find employ-
ment for their savings. Thus, he helps to create jobs for
workers. His services, in some way, affect the lives of all
of us.
The investment banker helps corporations and govern-
ment units to secure long-term funds for expansion as well as
short-term capital for the financing of current operations.
The investment banker may raise the money as has been mentioned
in the preceding chapters, through the sale of bonds, notes,
stocks. Regardless of the type of security, the investment
banker is concerned with the setting up and distribution of
the Issued securities along with the maintaining of a continuous
ti.. V .
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ready market for securities.
The investment banker perforins two major functions
in his activity. In the first place, he aids the business
enterprise in deciding upon the type of security and terms
best suitable. He also helps to set up the offerings which
are suitable to corporate requirements. On the other hand he
advises and gives out information to investors regarding invest-
ments, in which he cultivates desirable customers for the se-
curities .
Business enterprises are not the only issuers of
securities that the investment banker serves. Some invest-
ment bankers handle civil loans, that is government, state,
municipal and taxing subdivision bonds or notes. The govern-
mental units often utilize their services to secure funds in
order to build buildings and make many public improvements.
Primarily the service of the investment banker is
to those who need money, however, he performs very definite
services to investors. From the investor's standpoint, the
investment banker makes it possible for any person throughout
the United States to put savings in profitable and productive
enterprises.
The investment banker makes investigations into
companies issuing securities which the investor is unable to
make, thus supplying the investor with important and valuable
information.
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the investment banker is that of providing facilities for
the purchase and sale of unlisted securities.
As a result of these functions, the investment
banker creates a multitude of Jobs for those who are in need
of work. This is made possible through the commitment of
long-term private investment which is a dynamic element in
our economic system. These are Jobs created in the building
of new plants and expansion of old ones. Also, thousands of
new Jobs are awaiting when the expansion has been completed.
Thus, the responsibility of the investment banker
is to the individual and to society in general. As can be
seen, he has recognized this responsibility and has measured
up to it to a large degree. This is shown through the re-
flection in investments of insurance companies, savings banks,
commercial banks, and individuals. They have absorbed a large
portion of securities sold by the investment banker which are
now a storehouse for a large portion of the wealth of the world
Past history not only shows how successful the invest
ment banker is, but it also indicates how necessary is his
work. Without the investment ban.'i.er, who provides the proper
flow of funds in the correct channels, there would be a re-
tarding of the accumulation of wealth, industrial activity,
and the general advance of society.
Understanding his responsibility, the Investment
banker has constantly worked toward the fulfillment of his
duties. He has perfected a system for the Investment of
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savings of society and also has provided business enterprises
with capital.
His prominence and position is not achieved over-
night, or by luck or fortune. Such a position must be earned
by long years in which uncompromising integrity, thorough
knowledge of securities, and comprehensive facilities and
organization are devoted to serving the best interest of in-
vestors .
Investment bankers who have established themselves
by this method can be depended upon to continue serving those
needing funds and those who wish to invest their funds, with
ever-increasing resources and understanding.
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